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Coming — Not to be overshadowed by 
perennial federal tax laws is the ever- 
present question of how the states may tax 
the movement of goods in commerce. This 
question always brings to mind such deci- 
sions as Spector, Alpha Portland Cement 
and others. ‘‘How Can Interstate Commerce 
Be Taxed by the States?”’ is the tax problem 
analyzed by Frank A. Sinon. 


As interest in South America continues un- 
abated among certain United States busi- 
ness firms, the article on the effect of 
currency depreciation in Latin America will 
be of value to United States taxpayers 
with interests in South America. 


Also, on foreign tax problems, we will 
carry current comment on the recent tax 
conventions between the United States and 
Germany, and the United States and Japan. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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Administrative... 


FEDERAL 
TAXES 


| HE LEASE READ: “It is further agreed 
that the Lessee shall bind itself to improve the building at a cost 
of $250,000.00 during the term of this lease. However, in the 
event that the Lessee does not spend the full $250,000.00 on 
improvements, then at the expiration of this lease, the Lessee 
agrees to pay to the Lessor as additional rental the difference 
between the $250,000.00 and the sum it actually spent on the 
improvements.” 
Can this sum be amortized over the first term of the lease ¢ 
While there might be some question because the lessee is not 
irrevocably bound to make the improvements, the better view 
would be that since the lessee is nevertheless liable for the 
$250,000 either in improvements or in cash or in the cash dif 
ference, this is additional consideration for the lease and there 
fore an aliquot part is amortizable annually. See Jos N. Nee! 
Company, CCH Dec. 20,516, 22 TC , No. 130. 


r 

I HE TAXPAYER was obligated by a decree 
of divorce to pay $75 per month for the support of his minor 
children. He pleaded in the Tax Court that it was “impossible” 
for him to prove that this was more than half of their support 
and that in the absence of evidence to the contrary, he should 
be allowed the deduction. The court held, however, that this 
point was the essential element of his case and since he failed to 
establish this point, the deduction was denied.—Francis J. Pott, 
CCH Dee. 20,512(M), 13 TCM 811. 


ry 
| HE TAXPAYER could prove only that he 
supplied more than half of the support for one child so he was 
denied the deduction for the other five children which he and 
his wife had had by their former marriages—Wayman v. U. S., 
34-2 uste § 9570 (DC Ky.). . . . There must be adequate proof 
where the taxpayer takes a deduction for children living with 
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Interpretations 


their mother—the taxpayer’s former wife—that the taxpayer did 
supply more than half of their support.—Stanley H. Saurs, CCH 
Dec. 20,544(M), 13 TCM 863. 


A AND B are insurance agents. A decides 
to withdraw from the business and he offers to assign to B the 
right to receive his future renewal commissions. B accepts the 
proposition. Both agree that a cash payment by B of one third 
of the total value of A’s expected renewal commissions would be 
a fair consideration. As the years go by, the deal turns out pretty 
well for B. Most of the policies remain in force and the assigned 
commissions received are greater in amount than the one third 
B gave for them. . . . As to the income tax consequences, the 
amount received over the consideration paid for the assignment 
is not capital gain but ordinary income. This amount was not 
attributable to any sale. The assignor, A, parted with all right 
and title in his several pieces of property, that is, the right from 
which the renewal commissions arose. The new owner of the 
property had title to the income and the intangible property from 
which it flowed. B should report each year the net amount of 
profit he received from the assignment. See Lewis N. Cotlow, 
CCH Dec. 20,496, 22 TC —, No. 122. 


lr after you have filed a suit for a refund, you 
discover that some of the decisions of the court are unfavorable 
to your case, can you withdraw the action? No. This is called 
“forum-shopping.” 


The taxpayer filed a suit for a refund based on the district 
court’s decision in Maryland Jockey Club v. U. S. The taxpayer’s 
suit was filed with the same court. The Fourth Circuit overruled 
the district court, and therefore the taxpayer moved to dismiss 
without prejudice his suit for a refund (which would presumably 
be controlled by the Fourth Circuit’s decision), in order that he 
could bring the suit in the Court of Claims, where the decision 
of the Fourth Circuit would not necessarily be binding. The 
motion to dismiss without prejudice was denied, as it was found 
that the taxpayer’s attempt at forum-shopping had no sanction in 
the law, and as the case couid be promptly tried in the present 
district court.—Southern Maryland Agricultural Association of 
Prince George’s County v. U. S., 54-2 uste {9572 (DC Mad.). 


Because OF ILLNESS, a taxpayer lost 
his job. He spent a considerable sum looking for new employ 
ment. This expense he deducted, on the theory that it was a 
business expense and that it was a sum expended in the produc 
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tion or collection of income. The Tax Court disallowed the 
deduction because at the time the expense was incurred the tax- 
payer had no trade or business.—Raymond L. Collier, CCH Dec. 
20,542(M), 13 TCM 857. 


THe FURNISHING of medical and living 
expenses for an adult son and his family constitutes a gift— 
Revenue Ruling 54-343. . . . When it becomes necessary in the 
administration of any state tax law, the Commissioner may grant 
permission to the state’s tax officials for the examination of fed- 
eral returns filed in the state and the state may inspect returns 
filed outside the state, that is, in other states upon identification 
of the taxpayer whose tax return it cares to inspect. This was 
always the case but the ruling has just been revised and reissued. 

Revenue Ruling 54-349. ... The time for filing income tax 
returns for taxable years of less than 12 months beginning in 
1954 and ending after the date of the enactment of the 1954 Code is 
extended to March 15, 1955, for corporations and a month later 
for individuals, trusts and estates of decedents. But extension of 
the time for filing the return does not carry with it an extension 
of the time for the payment of the tax. The 1954 Code amends the 
1939 Code to eliminate the reduction of the normal tax rate for 
corporations from 30 per cent to 25 per cent which was to have 
taken place on April 1, 1954. Accordingly, all corporations com- 
puting their tax under the 1939 Code for taxable years ending 
after March 31, 1954, shall compute such taxes without regard 
to such reduction in the corporation’s normal tax rate and without 
regard to such changes in the determination of the credit for 
dividends received on preferred stock of public utilities, for 


dividends paid on certain preferred stock of public utilities, and 


the credit for Western Hemisphere Trade Corporations. Corpora- 


tions having taxable years beginning in 1953 and ending after 
March 31, 1954, or short taxable years beginning in 1954 and 
ending after March 31, 1954, but before the date of enactment of 
the Code of 1954, shall compute their tax on and file Forms 1120, 
990-T or 990-C, whichever is applicable to them, disregarding 
instructions contained on such forms with respect to the use in 
conjunction therewith of Forms 1120-FY or 990-T-FY. The com- 
putations of tax on Forms 1120, 990-T and 990-C, reflect the 
proper rates of tax and the proper rate to be used in computing 
the credits for such taxable years under the amendments made 
by the new Code. File amended returns as soon as possible and 
pay any tax due where prior return is affected by retroactive pro- 
visions of the new law.—Revenue Ruling 54-366. 
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State Tax Cases 


to Supreme Court . . . 


Taxpayers Improve Arithmetically 


Washington Tax Talk 


The Supreme Court 


A baker’s dozen of state tax 
on appeal to the United States Supreme 
Court, which will open its 1954 term on 
October 4. The group includes four prop- 
erty tax cases, three on 


cases are 


sales and use 
taxes, two severance tax decisions, and one 
each on income, franchise, parimutuel and 
city taxes 


Two of the property cases are up from 
Ohio. In Soctety for Savings in the City of 
Cleveland v. Peck, Docket No. 204, the lower 
court decision was that federal securities 
should be included in the assessment of 
value of property representing capital, not 
divided into shares, of an 


incorporated 
financial institution. 


A similar point is involved in First Fed- 
eral Savings and Loan Association of Warren 
v. Bowers. This ruling was that a federal 

loan association which has as 
withdrawable must 
include federal securities in the amount sub- 
ject to deposits tax. Docket No. 220. 


Hess v Dewey, Docket No. 266, challenges 
the validity of Alaska’s general property 
tax, upheld in the lower court. Western 
Maryland Railway Company v. Pennsylvania, 
Docket No. 298, involves the liability of a 
domestic 


savings and 


deposits only shares 


corporation for corporate loans 


tax on bonds issued by a foreign predecessor 


Two cases involve Indiana’s gross in- 
Nebeker, Docket No. 
55, held that an Indiana citizen is not sub- 
ject to the tax on margin stock transactions 
executed in New York; Gross Income Tax 
Division v Brothers, Docket No 
296, held that no tax is due from a foreign 
corporation on films distributed through a 
Chicago office for 


come tax. I[ndiana z 


Warner 


showing in Indiana. 


The Mississippi decision that a company 
renting or leasing tangible personal prop- 
erty in the subject to the 


state is sales 


Washington Tax Talk 


tax on the rentals is challenged in Stone v. 
Stapling Machines Company, Docket No. 106. 

Both severance tax cases are from Loui- 
siana. Murphy Corporation v. Collector of 
Revenue, Docket No. 221, challenges the 
taxability of oil and gas taken from land 
leased from the federal government. Su- 
perior Oil Company v. Fontenot, Docket No. 
276, appeals the decision that severance 
taxes were validly collected during the 
period of the federal-state submerged lands 
dispute. 

In Arkansas Fuel Oil Corporation v. Fonte- 
not, Docket No. 176, the taxpayer objects 
to the ruling that parent with 
subsidiaries in Louisiana has a commercial 
domicile in the state and must pay franchise 
taxes. A city license tax for meat inspection 
in a slaughterhouse outside the city limits 
is under attack in Hall Brothers v. City of 
Cleveland, Docket No. 67. 

Arvey Corporation v. Fugate, Docket No. 
313, appeals from the Colorado decision 
that the state income tax is due on dam- 
ages and manufacturing profits recovered 
by a foreign corporation from a corporation 
authorized to do business in Colorado. 

The Florida ruling 
gross receipts from race 
unconstitutional is appealed in 
Volusia County Kennel Club, Inc., 
No. 318. 


a foreign 


that a 


dog 


1953 tax on 
tracks is 
Lane vw. 

Docket 


Congress 


After the hectic closing days of the 
Eighty-third Congress, legislatively speak- 
ing, things are rather quiet in Washington. 
The Senate must return some time in the 
future to consider the McCarthy censure 
matter, and it will have the authority to 
take up any measure which requires only 
Senate action. The number of bills acted 
upon during this session total 1,310. Of the 
509 Public Acts sent to the President by 
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Congress, 493 were approved and 16 were 
vetoed. There were 801 Private Acts sent 
to the President, of which 775 were ap- 
proved and 26 vetoed. To recapitulate, the 
President approved 1,268 acts and vetoed 42. 
Two new laws of interest are those (1) 
authorizing the Supreme Court of the United 
States to make procedural rules for the 
review by the United States Courts of Appeal 
of Tax Court decisions and (2) permitting 
the filing of a suit for the recovery of taxes 
in the district court without regard to the 
$10,000 limitation and permitting a trial by 
jury upon request of either party.—Public 
Laws 538 and 559 


The Commissioner 

The Commissioner acquiesces in the fol- 
lowing Tax Court decisions: 

Dinardo, CCH Dec. 20,364—Members of 
a medical partnership were allowed to de 
duct, as ordinary and necessary business 
expenses, amounts paid to reimburse the 
losses of a private hospital corporation even 
though the partnership was not legally obli- 
gated to make up the hospital’s operating 
The private nonprofit 
corporation, was set partners, 
partners’ 


losses. hospital, a 
up by the 
who were doctors, and only the 
patients were allowed entrance 

CCH Dec. 20,286—Expenses of 
administering a Kansas “partnership estate” 
following the death of a partner were nec 
essarily incurred by the partnership in the 
administration of the “estate,” not in the 
sale of capital assets, and since they 


Farris, 


were 


reasonable in and clearly incurred 


im the 


amount 
management 
property, they 


of income-producing 
were deductible as ordinary 
ind necessary expenses ot the partnership 

Ferber, CCH Dec. 20,321 
auction 


Proc eeds of an 


sale of furs by the 


taxpayers, the 
executors of the estate of a proprietor of a 
fur store, held to constitute 
taxpayers had already 
and the furs remaining in 
stock in trade but were 
capital assets which they had a duty by law 
to liquidate 


Fossett Estate, 


were capital 


sold 


their 


gain since the 


ihe store, 


hands were not 


CCH Dec. 20,197—Distrib 


utable income was properly deducted by an 


estate for 1948, even though the distribu 
tion was not approved by a 
until 1953. 
amount 
proper, 
nor 


Nevada court 
Inclusion of a capital gain in the 
available for distribution 
neither the decedent's will 
Nevada law required that the capital 
added to the estate principal. 

Hunt, CCH Dec. 20,316—Since a decree 
f support and separate maintenance under 


774 October, 


was also 


where 


vain be 


1954 °@ 


the California law 
destroy 


prior to 1951 did not 
the community between husband 
and wife, and payments made to the wife 
under the decree were made by the husband 
from community income, the taxpayer wife 
must share her equal burden on the com 
munity cannot, therefore, be 
taxed again on the support and maintenance 
payments she received pursuant to the decree 


Winnick, CCH Dec. 20,237—A corpora 
tion was liquidated and its assets, including 
21 houses, were transferred to the taxpayers, 
who elected to treat the dissolution under 
Code Section 112(b)(7) providing for limited 
recognition of gain in case of liquidation 
occurring in one calendar month. Agreeing 
with the taxpayers, the court held that 
under Section 113(a)(18), the basis of the 
houses was the same as the basis of the 
stock surrendered, adjusted for a dividend 
on which the taxpayers had been taxed, 
for unsecured liabilities assumed by the tax 
payers and for depreciation. 


income and 


Fewer mathematical errors—A math« 
matical verification of income tax returns 
filed in 1954 shows fewer arithmetic errors 
than a check of returns filed in 1953. In the 
33,800,000 returns checked to date, 750,570 
errors were found, as compared to 888,880 
errors found in the same number of returns 
checked in 1953. 


This year, taxpayers made errors in thei 
own amounting to $46,146,666, but 
also made errors in the government’s favor 
which totalled $11,038,774. The net increas« 
in tax assessments resulting from the correc 
tion of these errors amounted to $35,107,882 


favor 


These errors confined to any 
particular class of taxpayer or to any geo 
graphic area; nor were complicated prob 
They were all matters of 
addition and subtraction, 
multiplication and division 


were not 


lems involved 


simple arithmetic 


Senior Management Development Pro- 
gram.— Commissioner Andrews has an 
nounced the beginning of the first Senior 
Management Development Program for top 
field employees of the Internal Revenue 
Service. Twelve nominees, chosen from 435 
applicants, have been selected to receive 18 
weeks of intensive training in management 
problems in the national office, starting on 
September 27 and continuing until January 
28, 1955. They are William D. Howard, 
John J. Flynn, Howard A. Sellke, Har 
vey V. Metz, Roy Wade, Jr., Robert W 
Williams, Justin A. Winney, Clyde L. Bicker 
staff, Singleton B. Wolfe, Donald T. Hartley, 
Thomas R. Klaner and W. Treanor Jones 
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TAXES 


The TAX MAGAZINE 


The Evolution 
of Federal Taxation 


By WALTER E. BARTON 
Attorney, Washington, D. C. 


NJ] O ONE needs to be reminded that fed- 

eral income taxes represent one of the 
largest expenses in his budget. One can- 
not enter into any transaction safely with- 
out first giving this 
important item. Countless proposed busi- 
ness transactions are abandoned every year 
on account of the high i 
volved. 


consideration to 


income taxes in- 


If the tax is not paid when due, the 
government is authorized to collect interest 
at 6 per cent per annum from the due date 
until paid. If any person willfully attempts 
in any way to defeat the tax, upon convic- 
tion he may be subject to a fine of $10,000 
or imprisonment for not 
or both: If any 

is due to 


than five 
deficiency in tax 


intent 


more 
years, 
to evade tax, 
in addition to the foregoing penalties the 
taxpayer is subject 


fraud with 
to a civil penalty of 
50 per cent of the amount of the deficiency. 
If the tax, penalties and interest are not 
paid when due, the government can enforce 
collection by distraining on the bank ac- 
count or on any other property of the 
The fact of the 
matter is that the government is a preferred 


taxpayer to satisfy the tax. 


creditor, with power to enforce payment, 
and the courts are expressly forbidden to 
give relief by way of injunction, irrespective 
of the hardship involved. 


Evolution of Taxation 


October, 1954 


Vol. 32, No. 10 


Now, as Always, an Efficient, 
Economical Government 

Is the Responsibility of the 
President and Congress 


laxpayers are entitled to some slight re 
lief, although it is doubtful whether many 
of them are aware of it. Under a somewhat 
archaic law which originated in 1866, there 
is now exempt distraint and_ sale, 
in the case of the head of a family only, 


sche | y] 


from 


books and wearing apparel neces 
sary for the family; arms for personal use; 
one cow; two hogs; five sheep and thei 
wool, provided the market 
sheep is not in excess of $50; necessary 
feed for the cow, hogs and sheep for not 
more than 30 fuel and provisions 
worth not more than $25 and $50, respec 
tively; household furniture worth not more 
than $300; and books, tools and implements 
of a trade or profession worth not more 
than $100. In the new 
Code 


necessary 


value of the 


days; 


Revenue 


books 


family 


Internal 


wearing apparel and school 


for the 


trom 


taxpayer or his 
Fuel, provi 
personal effects not 
in excess of $500 in value, if the taxpayer 
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are exempt levy. 


sions, furniture and 





Mr. Barton is the author of 

Federal Income, Estate and Gift Tax 
Laws, Correlated and Renegotiation of 
Government Contracts. 


is the head of a household, and books and 
tools of a trade, business or profession not 
in excess of $250 in value are exempt from 
levy. 

The maximum amount of income taxes 
collectible is limited to 87 per cent of a 
taxpayer’s net income for 1954, leaving him 
only 13 per cent of his net income. During 
1944 and 1945 the maximum amount col- 
lectible was 90 per cent, leaving the tax- 
payer only 10 per cent of his net income. 
And most states also impose an income tax, 
so that the net amount after taxes could 
be considerably than the 


less foregoing 


percentages. 

It has been only during the past decade 
or so that everyone has become so con- 
scious of the onerous burden of federal 
How did this titanic monster 

giant proportions? When is 
its stranglehold going to be eased? The 
first question can be answered by reviewing 
the history of the evolution of the federal 
taxing power, of which an attempt will be 
made in this The answer to the 
second can only be based upon conjecture. 
However, certain efforts to check this 
growing absorption of the people’s income 
will also be discussed. 


taxation. 


attain such 


essay. 


Under the Articles of Confederation 
which were in effect during the period from 
1781 to 1789, Congress was authorized to 
allow all expenses for war and other pur- 
poses; but payment of such expenses was 
required to be made out of the funds of a 
common treasury supplied by the several 
states in proportion to the value of all 
lands, buildings and improvements located 
within their respective borders. Congress 
had no power whatsoever to levy or to col- 
lect the taxes necessary to supply this fund. 
This power was granted to the legislatures 
of the various states. Congress was given 
the power to prescribe the method of val- 
uation of the taxable properties and the 
time within which the states were to col- 
lect the taxes, but that was all. 


Congress could beg the legislatures of 
the respective states to furnish their pro- 
portionate contributions to the 
treasury, but 


common 
the legislatures could refuse 


to do so or grudgingly and _ belatedly 
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comply, as they saw fit. So little power was 
delegated to the national government in 
other matters also that conditions became 
practically chaotic. John Fiske referred to 
the deplorable weakness of Congress in his 
Critical Period of American History by say- 
ing that if an individual defies the law, you 
can lock him up in jail or levy an execution 
on his property; whereas, if the law is de- 
fied by a state, it is quite otherwise, because 
you cannot put a state in jail or seize its goods. 

The impotence of Congress in the matter 
of taxation under the Articles of Confedera- 
tion was recognized by everyone; but it was 
necessary to have the concurrence of all 
of the 13 states in order to amend the 
Articles of Confederation, so as to give 
Congress the necessary power to tax. An 
effort was made in 1786 to give Congress 
the right to levy customs duties and to 
appoint the collectors. Although 12 of the 
13 states agreed, New York refused to 
ratify the proposed amendment; it was 
defeated early in 1787. This was only three 
months before the convocation of the con- 
vention which was called to give the United 
States a stronger federal government. 

The colonists always had looked upon a 
strong central government with suspicion. 
This attitude was especially prevalent with 
respect to the collection of 
had one of their chief grievances 
against the mother country. Accordingly, 
it is not surprising that the colonists and 
their representatives refused to grant the 
United States any power whatsoever to lay 
and to collect taxes under the Articles of 
Confederation. That was one of the yokes 
which they were attempting to break dur- 
ing the Revolution. 

This same fear 
discussions in the 


taxes, which 


been 


injected itself into the 
Constitutional Conven- 
tion when the Constitution was being drafted 
and during the period when the question 
of its adoption was being debated in the 
various states. Hamilton wrote at consider- 
able length in The Federalist in favor of the 
necessity of giving Congress the power to 
tax for national purposes. He also attempted 
to allay the fears of those who were appre- 
hensive that to do so would result in the 
monopolization of the revenues by the 
federal and the subservience 
of the He argued that the states 
were as likely to encroach upon the rights 
of the national government as the national 
government was to infringe upon the rights 
of the states. He argued that because the 
states were closer to the people, they ordi- 
narily would 


government 
states. 


more influence 


p< SSESS 


over 
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There is only one express prohibition 
in the Constitution 

against taxation by 

the United States: No taxes 

or duties shall be laid on 

articles exported from any state. 


the people, and that in any contest over 
taxation, there would more likely be an 
encroachment by the states upon the na- 
tional government than an infringement by 
the national government upon the states. 
He said, however, that any argument was 
mere speculation, that it would be necessary 
to leave everything to the firmness and 
prudence of the people who hold the scales 
in their own hands and that it was to be 
hoped that they always would preserve 
the constitutional equilibrium between the 
general and the state governments. 


He further argued that the power to tax 
granted to the federal government was not 
exclusive, but only concurrent and coequal 
with that of the states. Apparently, with 
all of his prescience Hamilton did not fore- 
see the predicament in which the states 
now find themselves on account of the 
practical monopolization of the revenues by 
the federal government. Possibly, though, 
the present situation is attributable chiefly 
to the adoption in 1913 of the Sixteenth 
Amendment, which no one could have 
foreseen 160 years ago. 

The Constitution was adopted in 1789. 
The fundamental weakness of the Articles 
of Confederation in the matter of taxation, 
namely, the necessity of the national gov- 
ernment’s reliance upon the legislatures of 
the various states to levy and collect the 
taxes for the payment of the 
debts and expenses of the United States, 
was eliminated in the Constitution. 
The federal government was given the 
power to lay taxes and to collect them di- 
rectly from the people themselves without 
the intervention of the states. 


necessary 


new 


The power to tax given to the national 
government under the Constitution, how- 
ever, was not unlimited; nor was the method 
of laying and collecting the taxes without 
restrictions. One requirement was that all 
taxes should be levied for the purpose of 
paying the debts and providing for the 
common defense and general welfare of the 
United States. Very seldom have the courts 
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held an act which purports to be for the 
purpose of raising revenue invalid, as not 
being levied for the purpose of paying the 
debts, providing for the common defense or 
general welfare of the United States. Where 
the manifest purpose of the tax is to penal- 
ize or to prohibit, such as the income tax 
imposed on income derived from child 
labor, the courts have held the tax to be 
invalid as not being levied for one of the 
prescribed purposes. 


There is only one express prohibition in 
the Constitution against taxation by the 
United States, namely, no taxes or duties 
shall be laid on articles exported from any 
state. This prohibition was written into the 
Constitution at the insistence of the dele- 
gates from the southern states, who were 
apprehensive that an exorbitant tax might 
be imposed upon the exportation of slaves, 
cotton and other products of the South. 


Aside from the prohibition that no tax 
shall be levied upon the exportation of 
articles and the requirement that taxes 
shall be laid and collected for the purpose 
of paying the debts and providing for the 
common defense and general welfare of the 
United States, Congress is given unlimited 
power to lay and collect taxes, duties, im- 
posts and excises, with the exception that 
the Constitution provides that all direct 
taxes shall be laid in proportion to the 
census or enumeration of the several states, 
and that all duties, excises and imposts 
shall be uniform throughout the United States. 

The 


words 


Constitution does not define the 
direct taxes” or “duties, imposts or 
excises,” the last three of which fall outside 
the term “direct taxes” and are commonly 
known as “indirect taxes.” The question 
was asked on the floor of the Constitutional 
Convention as to the meaning of a “direct 


tax,” but no one answered. 


“ 


Hamilton later 


deplored that terms so uncertain and vague 


should have 
Constitution. 


been incorporated into the 
The result of the failure to 
define these terms is that the courts have 
been called upon periodically to decide 
whether a tax is direct or indirect, in order 
to determine whether it is subject to the 


rule of apportionment or to the rule of 
uniformity. 


Hylton Case 


As a matter of fact, the issue arose in 
the Hylton case in 1796, during the admin- 
istration of George Washington. The Act 
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1 1794 
conveyance of 


levied a tax on carriages for the 


which were kept 
by anyone for his own use, for hire or for 
the conveyance of passengers. 


persons 


Hylton con- 
tended that the tax was levied on the car- 
riages themselves; that it was direct; and 
that it was unconstitutional in that 
not apportioned among the states 
in proportion to population. The Supreme 
Court, however, held that the tax was on 
the use of the carriages and not orf the 
carriages themselves; that it was an excise 
or duty; and, consequently, that it 
constitutional, as there was no _ require- 
ment of apportionment in the case of an 
indirect tax 


it was 
several 


was 


The Hylton case is noted for two reasons: 
It was the first which the consti- 
tutionality of an act of Congress was raised; 
and the government paid the fees of the 
counsel on both sides, which aggregated 
only approximately $1,000. The case was 
argued for the United States by Richard 
Henry Lee, Attorney General of the United 
States, and Alexander Hamilton, Secretary 
of the Treasury, and for Hylton by Charles 
Campbell, Attorney General of Virginia, 
and Jared Ingersoll, Attorney General of 
Pennsylvania. 


case in 


Generally speaking, a direct tax is a tax 
on the property itself by virtue of owner- 
ship, such as a real estate tax or personal 
property tax; an indirect tax is a tax on 
the use, manufacture, importation, trans- 
portation, sale, exchange, gift, transfer o1 
inheritance of property. 


Until the adoption of the Sixteenth Amend 
ment in 1913, practically all taxes 
raised from duties, imposts or excises 
1s, indirect 


were 
that 
which were required to 
be levied uniformly throughout the United 
States. For 1789 and 
1913, indirect tax collections amounted ap 
proximately to $44 billion and income 
taxes amounted approximately to only $127 
million, or cent of total 
chiefly to the fact 
that the raising of revenue by direct taxa- 
tion is inequitable, if not impracticable, on 
account of the 


taxes 


instance, between 


less 


than 3 per 


collections. This was due 


requirement of apportion- 
ment in accordance with the population of 
the several Direct 
levied in proportion to the population, ir- 
respective ot the 


States. taxes must be 


value of the articles 


taxed For 


instance, if one state has a 


population twice that of another, the people 
of the larger state are required to pay twice 
the amount of direct taxes paid by the 


people of the smaller 
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October, 


regardless of 
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whether the valuation of the articles taxed 
in the larger state is twice as great as, 
equal to or even smaller than the valua- 
tion of the articles taxed in the smaller 
state. So, under the same tax law, the rate 
of direct taxes leviable upon the property 
of the people in one state never would be 
the same as the rate applicable to the prop- 
erty of the people of another state, except 
in the unlikely event that the populations 
of the two states were the 
values of the property 
states were the same. 


same and the 


taxed in the two 


Notwithstanding the inequity of a direct 
tax and the impracticability of administer 
ing such a tax, Congress has passed four 
acts imposing direct taxes in which pro 
vision was made for apportionment according 
to the population. These were the Acts of 
1789, 1813, 1815 and 1861. Each act levied 
a tax on dwelling houses, lands and im 
provements; and the first three also imposed 
a tax on slaves. 


The Act of 1789, which is typical, im 
posed a tax of $2 million and apportioned 
it among the several states in proportion to 
the last decennial census or enumeration 
The tax was levied on dwelling houses ac 
cording to value, on 
ages and on lands. 


within certain 
The act provided how 
the valuations of the taxable property should 
be made and prescribed the 
for collection. The 
into divisions; a 
over each 


slaves 


machinery 
divided 
presided 
The commissioners of 
divisions of the state con- 
stituted a state board, which had authority 
to divide the state into districts, to appoint 
assessors tor district to value the 
property and to apportion among 
the various districts the tax which the act 
of Congress apportioned to the particular state 


states were 
commissioner 
division. 


the various 


each 
taxed, 


Dwellings above the value of $100 with 
all outhouses and the lot on which erected, 
not exceeding and all lands 
exclusive of those included with the dwellings 
were required to be listed and appraised; and 
slaves, whether negroes, mulattoes or 


two acres, 


mesti 
gues, above the age of 12 and under the age 
of 50, except such as from fixed infirmity o1 
bodily disability were incapable of bodily 
labor, were to be listed 
cents per head. 


and taxed at 5( 


Every individual was required to make, 
on or before October 1, separate lists of 
the above three classes of property owned 
by him and to deliver the lists to the as- 
sessor of the district to which he belonged. 


The lists, which were open to public in- 
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spection, were required to specify in the 
case of dwelling houses the location; di- 
mensions; number of stories; number and 
dimensions of the windows; material of 
which the houses were built, whether wood, 
brick or stone; number, description and 
dimensions of the outhouses; and names 
of the owners or occupants. In the cas« 
of iands, the lists had to specify the quan- 
tity of each separate tract or lot; number, 
description and dimensions of all wharves 
and buildings, except dwelling houses above 
the value of $100 and the outhouses apper- 
taining thereto; names of the owners or 
occupants and quantity of land which such 
owners or occupants might claim as exempt 
under the act. In respect to slaves, the 
lists were required to specify the number 
above the age of 12 and under the age of 50, 
owned or possessed or under the care of such 
persons, with the names of such persons. 


These Acts of 1789, 1813, 1815 and 186] 
are the only imposing direct taxes 
since the adoption of the Constitution, in 
which Congress specifically apportioned the 
tax in accordance with the 
enumeration. 


The words “income tax” are not con- 
tained in the original Constitution, and 
there was no federal income tax legislation 
until the advent of the Civil War. Between 
1861 and 1871 eight different revenue acts 


ones 


census oT 


imposed income taxes at rates ranging up 


to 10 per cent of net incomes in excess of 
exemptions ranging from $600 to $800. The 
total collections under these acts amounted 
approximately to only $86 million. The 
next income tax was imposed in 1894. It 
covered the years 1895 to 1900 and provided 
for a rate of 2 per cent upon net incomes 
in excess of an exemption of $4,000. Only 
approximately $77,000 was collected under 
this act, as it was declared unconstitutional. 


Between 1868 and 1874 three cases arose 
under these Civil War acts, but in each 
instance the Supreme Court held that the 
tax was an excise or duty and not a direct 
tax—hence, not required to be apportioned 
In one case, the tax dividends in 
scrip Or money; in another, on the circula 
tion of bank notes; and in the third, on the 
succession to real estate by will or under 
the laws of 


Was on 


descent and distribution 


Springer and Pollock 
The constitutionality of the income tax 
first arose in the Springer case in 1880. 


It was contended by Springer that the 


Evolution of Taxation 


income tax imposed by the Act of 1865 on 
annual gains, profits and income of every 
person—whether derived from any _ kind 
of property, rents, interest, dividends or 
salaries—was a direct tax which was re 
quired to be levied in proportion to the 
population of the various states, and that 
the law was unconstitutional in that it was 
not so apportioned. The Supreme Court 
held that the income tax imposed by that 
act was not direct, but an excise or duty; 
and, hence, that there was no requirement 
for apportionment. The law, therefore, was 
held to be constitutional. 


In deciding these cases arising under the 
Civil War acts, the justices of the Supreme 
Court were influenced greatly by the argu- 
ment of Hamilton in the Hylton case—that 
direct taxes presumably included only poll 
taxes, taxes on lands and buildings and 
taxes on the whole real or personal estate 

and also by the unfeasibility of appor- 
tioning the particular tax. The justices 
thought that Congress did not intend a tax 
to be direct unless it could be apportioned 
equitably; and, inasmuch as these particular 
taxes could not be apportioned equitably, 
they held that they were not direct. Under 
this line of reasoning it ts difficult to con- 
ceive that any act of Congress would be 
declared unconstitutional 

The real battle on the distinction between 
direct taxes and indirect taxes arose in the 
Pollock case in 1895 in connection with the 
imposed by the Act of 1894 
The Constitution and the former decisions 
of the Supreme Court were carefully ana 
lyzed. Counsel for Pollock argued that the 
Constitution was intended to protect prop- 
erty by 


income tax 


requiring all direct taxes to be 
apportioned according to the population; 
that to uphold the Income Tax Act 
of 1894, which was not apportioned, would 
result in the federal government’s embarking 
upon class legislation and all kinds of so 
cialistic permit the 
to go on” unabated 


and 


schemes and 


march 


“com 
munistic 


The Supreme Court, in its first opinion, 
held that a tax on 
that an 


real estate was direct; 
income tax on such as 
realty was the sam 
as a tax on the real estate itself; that a tax 
on the income from real estate, therefore, 
direct; and that inasmuch as _ the 
income tax imposed by the Act of 1894 
apportioned in accordance with 
the population of the several states, it was 
unconstitutional 


income, 


rents, derived from 


was 
was not 


insofar as it applied to 
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the income from realty. The Court was evenly 
divided on the question of whether the im- 
position of an income tax on the 


from personalty, 


income 
dividends and 
interest, was direct, and, therefore, limited 
its decision to income from realty. On re- 
argument, however, the Court held that the 
act was unconstitutional insofar as it applied 
to income from personalty, for the same 
reason that it was held to be unconstitu- 
tional in its application to income from realty. 


such as 


One of the justices of the Supreme Court 
opined that the income tax, unless appor- 
tioned according to the population, would be 
the beginning assault upon capital; that it 
would be the stepping stone to others; and 
that it would result in political contests 
becoming a war of the poor against the 
rich, a war constantly growing in intensity 
and bitterness. In view of the past few 
presidential campaigns, who can say that 
the justice’s words were not prophetic! 


The Supreme Court expressly refrained 
from passing upon the question of whether 
an income tax on the income from business 
or employment had to be apportioned ac- 
cording to the population; however, the 
practical effect of the Pollock decision was 
to tie the hands of Congress in the matter 
of income tax legislation, on account of the 
inequity or impracticability of apportioning 
an income tax among the several states in 
proportion to their population. 


In 1909, Congress attempted to circumvent 
the Pollock decision by enacting the Corpo- 
ration Excise Tax Act in which a tax, 
measured by a certain percentage of their 
income, was imposed upon corporations 
for the privilege of doing business. This 
tax was upheld by the Supreme Court upon 
the theory that it was not a tax on income 
but an excise tax on the privilege of doing 
business, which did not need to be appor- 


tioned. But this still left the income of 


individuals, partnerships and trusts exempt 
from taxation. 


Sixteenth Amendment Adopted 


In order to remove the 
by the Supreme Court’s decision in the 
Pollock case, the Sixteenth Amendment to 
the Constitution was adopted in 1913. This 
amendment gave Congress power to lay and 
collect 


barrier set up 


taxes on irom 


income, whatever 
source derived, without apportionment among 
the several states and without regard to 
any enumeration. It may be 


noted here that the Sixteenth Amendment 
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did not give Congress for the first time the 
power to levy an income tax. That power 
Congress had under the Constitution from 
the time of its adoption in 1789, subject 
to the rule of apportionment. The Six- 
teenth Amendment merely removed the 
shackles from the existing power by dis- 
pensing with the necessity of apportion- 
ment of the tax among the several states 
in accordance with the census or enumeration 


The Sixteenth Amendment removed all 
doubt as to the unlimited power of Con- 
gress to lay an income tax upon all tax- 
payers, irrespective of the nature or source 
of their income, and without the necessity 
of apportioning the tax among the several 
states in proportion to their respective 
populations. Since that time various income 
tax acts have been attacked as unconsti- 
tutional, on various grounds, but the Su- 
preme Court has sustained the tax in every 
instance. 


The between the results of 
levying income taxes with apportionment 
according to the population and levying 
them without apportionment is graphically 
shown by comparing the income taxes paid 
by New York and California in 1952. Dur- 
ing that year New York had 9.62 per cent 
and California had 7.06 per cent of the total 
population of the United States. If Con- 
gress had been required to apportion the 
income taxes in accordance with the census 
or enumeration, the people of New York 
would have been compelled to pay 9.62 per 
cent and the people of California 7.06 per 
cent of the total income taxes paid in the 
United States in 1952. As a matter of fact, 
however, the people of New York paid 
23.82 per cent and the people of California 
only 4.81 per cent of the total income 
taxes collected in the United States. This 
result, of course, is due to the fact that 
the income of the people of New York is 
about five times as great as the income 
of the people of California in relation to 
their respective populations. 

At first, Congress exercised its power 
under the Sixteenth Amendment sparingly. 
The normal tax rate under the Income 
Tax Act of 1913 was 1 per cent of the net 
income and the surtax rate was only 1 
per cent on incomes between $20,000 and 
$50,000. The rates under the Act of 1916 
were about the same. From 1917 to 1924 
there was a substantial increase in rates 
on account of the First World War. Begin- 
ning in 1924 there was a substantial re- 
duction in rates. Slight changes were made 
in the normal and surtax rates in 1926 and 


difference 
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On a net income of $5,000, a single 
person paid a total income tax of 
$40 in 1930, $280 in 1940, $1,100 
in 1950 and $1,226 in 1954. 

On a net income of $10,000, a single 
person paid a total income tax of 
$180 in 1930, $760 in 1940, $2,377 
in 1950 and $2,640 in 1954. 


1928, chiefly downward. In 1932 there was 
a slight increase. Thereafter, increases were 
made from time to time until the Second 
World War when the rates were very 
materially increased. 


Rise in Income Tax Rates 


The income tax rates at the present time 
are practically the highest in history, al- 
though the nation is not engaged in an all- 
out war. During the present year, 1954, 
the combined normal and surtax rate is 
20 per cent on net incomes * of $2,000 or 
less. In 1942 and 1943 the combined rate 
was 19 per cent and during 1944 and 1945, 
in World War II, the combined rate was 
only 23 per cent on net incomes up to 
$2,000. Under the Revenue Act of 1918, 
which was in effect during World War I, 
the normal tax was 6 per cent, but no sur- 
tax was imposed on the first $5,000 of net 
income. 

During 1954 the combined normal and 
surtax rate of 69 per cent applies to net 
incomes from $38,000 to $44,000; during 
1918 the combined normal and surtax rate 
of 24 per cent applied to net incomes from 
$38,000 to $40,000 and the combined rate 
of 25 per cent applied to net incomes from 
$40,000 to $42,000. In the case of a single 
under the Revenue Act of 1918, 
the combined normal and surtax on $40,006 
amounted to $5,510, and during 1954 the com- 
bined tax on $40,000 amounts to $19,740. 

Since 1930 the increase in income taxes 
has been appalling. On a net income of 
$5,000, a single person paid a total income 
tax of $40 in 1930, $280 in 1940, $1,100 in 
1950 and $1,226 in 1954. On a net income 
of $10,000, a single person paid a total in- 
come tax of $180 in 1930, $760 in 1940, 
$2,377 in 1950 and $2,640 in 1954. 


person, 


In one of his famous opinions, Chief 
Justice John Marshall wisely and perhaps 


* The net incomes used in these comparisons 
are incomes after exemptions are deducted, and 


Evolution of Taxation 


prophetically said that the power to tax 
is the power to destroy. Undoubtedly, taxa- 
tion has increased during the past 15 years 
at such an alarming rate that it has become 
an almost unbearable burden on the people, 
as well as a very serious threat to the 
national economy. 


From the beginning of the federal gov- 
ernment in 1789 until June 30, 1945, a period 
of 156 years, the national government col- 
lected, in round numbers, $254 billion in 
customs duties and internal revenue taxes. 
During the next seven years (from June 30, 
1945, the end of World War II, to June 
30, 1952), the collections amounted to $316 
billion or $62 billion in excess of the total 
amount collected from 1789 to 1945, This 
represents an average annual collection of 
$45 billion per year during the seven years 
from 1945 to 1952, which is an average 
annual collection of ten times the total 
collection of $4.5 billion for the one 125-year 
period from 1789 to the adoption of the 
Sixteenth Amendment in 1913. Moreover, 
this seven-year period was one of peace, 
except for approximately 26 months, in- 
cluding the last two months of the Second 
World War and approximately two years 
of the Korean War. 


Naturally, a portion of the increase in 
collections since the adoption of the Con- 
stitution in 1789 has been attributable to 
the increase in population and the increase 
in national income. That factor, however, 
has been comparatively insignificant. For in- 
stance, the population in 1945 was 139,928,000 
compared with 156,981,000 in 1952, an in- 
crease of approximately 11 per cent, and 
the national income in 1945 was $182.691 
billion compared with $290.4 billion in 1952, 
an increase of approximately 4% per cent. 
We have seen above that the tax collections 
during the seven-year period from June 
30, 1945, to June 30, 1952, amounted to 
$62 billion more than the total collections 
for the entire 156 years of the nation’s 
history from 1789 to 1945. 


The major portion of the collections since 
1913 represents income taxes, which can 
be collected without any restrictions under 
the Sixteenth Amendment. For instance, 
income tax collections during the fiscal year 
ending June 30, 1952, amounted to $51.346 
billion out of total collections of $67.999 
billion. Some have tried to 
make the people believe that the rich pay 
most of the income taxes, but the truth of 


demagogues 


no consideration is given to earned income 
where an earned income credit is allowable. 
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It is very doubtful whether any 
amendment limiting the power of the 
national government to tax will be 
adopted within any foreseeable 

time, according to the author. 


the matter is that about 85 per cent of the 


income taxes collected come out of the 
first $2,000 of income, which is now subject 
to the 20 per cent bracket. This, of course, 
includes the rich, the poor and the middle 
class, but everyone knows that the numbet 
of rich persons is very small in comparison 


with the others 
The 


ment 


cost of running the federal govern- 
has exceeded the tax collections by 
far. In 1919, at the climax of World War 
i, the public debt amounted to $25.482 
billion, or $242 per capita. This was re- 
duced to $16.801 billion in 1931, or $135 
per capita. By 1941, prior to the beginning 
of World War II, the public debt had in- 
creased approximately threefold to $49 billion, 
or $367 per capita. Now it amounts to 
approximately $275 billion, or about $1,700 
per capita; and the 


days of 


Administration, in the 
closing secured an in 
crease of $6 billion in the debt limit, raising 


that ceiling to $281 billion 


Even before the Second World War, the 
tax burden had onerous that 
proposals were made to place a constitu 
tional 
estate 


Congress, 


become sO 


limitation on the amount of income, 
and gift taxes which the 
government could collect. The 
generally took the form of resolutions 
adopted by the legislatures of various states, 
petitioning Congress to call a constitutional 
convention for the purpose of proposing 
amendments to the Constitution limiting 
the maximum rate of any income, estate 
or gift taxes to 25 per cent. Some of the 
resolutions propose that in the event of war, 
creating 


federal 


pr yposals 


a grave national emergency, Con- 
gress, by a three-fourths vote, could in- 
crease the rates beyond the 25 per cent 
limitation. At least 25 states adopted reso- 
lutions of similar import between 1939 and 
1952, although about eight of them 
rescinded their action. 
for 32 
Congress 


have 
It will be necessary 
resolutions asking 
to convoke a constitutional con 
before Congress will be required 
to call such a convention. In the event of 
a constitutional convention, it would be 
necessary tor the convention to agree upon 
an amendment which would 
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States to adopt 


vention 


have to be 


October, 


1954 e@ 


ratihed by 36 states before it would become 
effective. 

Congress never has called a constitutional! 
convention at the behest of the states, al 
though that is one of the methods for 
amendment prescribed by the Constitution 
All amendments heretofore made to the 
Constitution have been submitted to the 
states by joint resolution of both houses 
of Congress. 


1951, resolution 
introduced in the House of Repre 
sentatives by Representative Reed, of Illinois, 
proposing an amendment to the Constitution 
whereby the Sixteenth Amendment would 
be repealed and a new amendment adopted 
in lieu of it, similar to that proposed by the 
states with a limitation on income tax rates 
of 25 per cent, but with a provision that 
the federal government would not have 
any power to levy any estate or gift taxes 
whatsoever. 


In September, 
was 


a joint 


The last provision of the proposed amend 
ment denying the federal government the 
right to levy any estate or gift taxes is in 
recognition of the fact that the federal gov- 
ernment is monopolizing the revenues of 
the states, as the opponents of the Con 
stitution predicted it would. The situation 
is such that the President has appointed 
a committee to study the matter and report 
some plan whereby the revenues will be 
more equitably divided between the states 
and the national government 

It is very doubtful whether any amend 
ment limiting the power of the national 
government to tax will be adopted within 
any foreseeable time. This conclusion seems 
to be forecast by the action of eight of the 
25 states in rescinding their action in peti 
tioning the federal 
constitutional 


government to call a 


convention, as well as by 
the indisputable fact that the national debt 
is so large that any limitation on the taxing 
power might be disastrous. Under the cir 
cumstances, it is very doubtful 
36 states, which are necessary to amend 
the Constitution, will vote in favor of such 
an amendment. 


The seems to be to 
Congress and a President who 
economy, instead of and who can 
be counted upon to act so that the people 


whether: 


solution elect a 
believe in 


waste, 


will have the best government possible 


for the least cost. A few years ot 
extravagance and waste and onerous taxa 
tion may bankrupt the nation and almost 


everyone with it. [The End] 
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How Can a Society Devise a System 


of Collecting Taxes That Will Conform to 


Objectives of Economic Growth? 


Taxation and Economic Growth: 
Comments on Selected Problems 


By C. LOWELL HARRISS, Associate Professor of Economics, Columbia University 


rathe 

forefront of the 
economists. The 
public, as represented by government lead- 
ership, has also come to attach more ex- 
plicit importance to economic 
a concern of public policy. 
has expanded so 
as to 


heel emps GROWTH has 
4 suddenly come to the 
problems of concern to 


growth as 
This interest 
within a decade 
new branch of eco- 
nomics—naturally, perhaps, as some older 
problems seem less pressing! 


much 
seem almost a 
For example, 
so many of the economic inadequacies and 
evils of past generations been dealt 
with by reforms and structural improve- 
ments, forced or induced by government 
and by private groups; moreover, we have 
lived for over a decade without serious un- 
employment; and some countries have had 
several years free from inflation. Yet all 
too clearly we see that full employment, 
in an economy that has accomplished major 
reforms and is not drained by the wastes 
of inflation, still does not produce enough 
to meet our aspirations for material things 
(including against a monstrous 
danger) Moreover, the tragic poverty oi 
so many hundreds of 
in the 


have 


defense 


millions of people 


“underdeveloped chal- 
lenged us to find how to help hasten their 
material progress 


Although our specific work on the sub 
ject has been limited, some of what I have 
learned from other approaches of public 
(plus 


~ 
areas” has 


finance some economic history as 
such) may help throw some light on the 
broader issues. From several possibilities 
chosen an assortment of topics 
which illustrate some of the many aspects 


of this broad range of problems. 


L have 


1**Economic growth'"’ is used 
rising per capita real income 


here to mean 


Economic Growth 


We search for principles or laws of eco 
nomic growth’*—here, rules or certainties 
of how different tax policies will influence 
growth. Yet, and this is my first major 
point, taxes are part of a whole complex 
of economic and social conditions, and the 
way a given tax works depends upon other 
conditions. From year to year, and even 
more certainly from decade to decade, other 
conditions change. 
any one time 


to country. 


Similarly, conditions at 


vary widely from country 
Hence the lessons we can find 
from studying taxes in the past, or in one 
country today, do not necessarily apply to 
the future or to other countries. For ex 
ample, the last few years have witnessed 
extremely high rates of economic growth 
in the United 


States while tax rates have 
been the 


highest in our history. Under 
other conditions, such as those of the nine 
teenth century or perhaps of some other 
countries today, taxes at present rates might 
stifle growth to rates far 
postwar United States 

ditions may explain our 


below those of 
Rather special con 
recent record 
demand 


policy 


Intense supported by an 
huge stock of war 


created money, long years of growing short 


easy 
money 


and a 
ages, arrival at a level of income that permits 
large savings and comfortable con 
sumption, and continuing success in research 


also 


have certainly played a part in overcoming 
the weight of And there 
have many other things as well 

some peculiar to the United States, some 
to particular years, some to a stage of 
economic development. One person might 
say: “Recent experience in the United 
States should make us doubt that high tax 


postwar taxes. 


been 
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retard 
answer: 


rates seriously economic growth.” 
Another might “That experience 
shows that inflation (or some other power- 
ful force) can overcome the depressing ef- 
fect of high taxes.” The present state of 
our knowledge does not permit us to dis- 
entangle the effects of various forces and 
certainly not to measure them. But even 
when we can study; 
we can do our best to see the picture whole; 
we can cautiously the temptation 
to erect into general principles findings 
which, so far as the evidence available 
shows, apply to situations limited in time 
and in place.’ 


cannot measure, we 


avoid 


A second and related point is that any 
analysis of the role of taxes in economic 
growth requires a theory of the forces 
making for economic growth as a whole. 
At least, the broader and more satisfactory 
such theories, the easier we shall find the 
study of a single element such as taxes. 
For example, the more we know about the 
relative importance of forces driving entre- 
preneurs, the better we can predict how 
specific kinds of taxes are likely to retard 
or to stimulate entrepreneurship, a_ vital 
element of economic growth. 


Today, unfortunately, we suffer from seri- 
ous inadequacies in our body of knowledge 


about how the various elements have com- 
bined in specific cases, last year or last 
century, to influence growth.‘ Consequently, 
the analysis of the role of any one element 
such as taxes (or savings banks or income 
inequality or consciously directed invention) 
runs repeatedly into the blackness of ignor- 
ance on other points. 


Economic Growth 
in a World of High Tax Rates 


One generalization involves little risk. 
By standards of the past, tax rates in the 
future will be high and the total of taxes 
in national accounts will be large. Even 
if by some miracle of luck—or masterpiece 
of statesmanship—our needs for military 
spending were to drop drastically, other 
elements of government spending seem cer- 
tain to be relatively much larger than before 
1940. Throughout the world, pressures 
for government action that in so many 
ways require expenditure will lead to a level 
of spending far higher, relatively, than 
earlier. While not all spending will neces- 
sarily be paid from taxes, heavy taxes 
will be needed—extremely heavy taxes if 
armament burdens continue. Consequently, 
the need to study tax structure for the 
effects of different kinds of tax provisions 
is greater than in the past.’ Features that 
are unimportant when tax rates are 3 per 
cent may exert a substantial influence when 
the rate is 30 per cent. 

Special features of a high-rate tax can 
exert two different kinds of influence on 
economic growth. They may affect (1) the 
total of growth and (2) its form. To 
illustrate: In the United States undistrib- 
uted corporation profits are taxed less heavily 
than corporation profits distributed to 
stockholders; this tax difference has helped 
encourage the corporate retention of earn- 
ings and thereby has led to total saving 
and investment at a rate higher than if 
more income had been distributed in divi- 





2 Abstraction and simplification that seem 
satisfactory for price theory and some other 
aspects of economics will serve us less well in 
studying change and growth until we know 
more about the relative importance of a multl- 
tude of interrelated factors. For a more 
complete discussion in the author's views on 
economic growth, see C. Lowell Harriss, The 
American Economy (Homewood, R. D. Irwin, 
Inc., 1953), especially Ch. 46. 

*My various attempts to understand other 
tax systems or to explain ours to non-Americans 
have re-enforced my conviction that caution in 
drawing conclusions about unfamiliar tax sys- 
tems is highly desirable. Two taxes bearing 
the same name may have significant differences 
in the details of their structures. Administra- 
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tion obviously makes a not inconsiderable dif- 


ference. The American economy, for example, 
would be rather different if states and localities 
really enforced their taxes on personal property 
(including securities and bank deposits) as a 
reading of statutes would suggest the law 
required. 

*Still less adequate is our knowledge of how 
growth might have been more satisfactory on 
balance. In the early 1930's, for example, how 
might a drastic reduction, or even abolition, 
of federal income and commodity taxes have 
affected national! income? 

5 Economic histories of the United States very 
sensibly limit their discussions of taxes (at 
least until World War I) to the tariff and per- 
haps wartime measures. 
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dends. Since 


economic 


World War II, at 
growth as a whole 
encouraged as a result. 


least, 
been 
If the undistributed 
profits tax of 1936 had remained in force, 
per capita real incomes today would prob- 
ably be 


has 


lower because retained earnings 


and plant expansion would have been less. 


Examples of features 
form of 
numerous. Highly 
owners of oil wells, 
stimulated exploration 
and development, especially in the postwar 
years when tax rates have been high. More 
of our total growth channeled 
into oil development taxes 
neutral or their rates who 
their residences, perhaps subject to 


effects of special 
of high taxes on the structure or 
economic growth are 
favored treatment of 


for example, has 


been 
than if 
low. 


has 
were 
Persons 
own 
heavy debt, get income tax benefits which 
have helped direct the great bulk of resi- 
dential construction into sale 
instead of rental. Interest paid on state 
and local government debt is exempt from 
federal income tax; the resulting cost sav- 
ing on 
and 


forms for 


encouraged states 
borrow and _ build. 
porations getting capital in the form of debt 
pay enough less income tax, at present rates, 
than if they financed by 


borrowing has 


localities to Cor- 


shares 
that use of debt has been stimulated greatly. 
Tax on liquor is so high that illegal dis- 
tilling flourishes. The list of 
could be lengthened greatly. 
or pattern of economic 
as people seek 
taxes. 


sale of 


examples 
The form 
growth, changes 


some from 


escape high 

Some special structural effects may be 
consciously desired, and the taxes may have 
been designed deliberately 
the ends. 


to help secure 
Other features and their results 
are more or less accidental. Compared with 
a neutral tax (not to conceive), the 
allocation of resources is “dis- 
torted,” on ; Many of the pro- 
visions date from years of low tax rates when 
the potential effects were far smaller than to- 
day Since no end of high i 
a thorough examination of 
(and administrative prac 
how the structure of the 
law may influence the structure of growth. 


easy 
changed 
may say. 


taxes 1s In 
sight, we need 
existing laws 


tices) to learn 


Provisions handed down from the past were 
obviously not inserted with present needs 
in mind. 
not the only 


Of course, economic growth 1s 
goal of tax policy; revenue 
and equity are other worthy goals. Growth, 

* The use of such provisions will be carried 
to the margins so that after a time removal is 


certain to hurt persons who have adjusted in 
good faith up to a point where the favoritism 
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however, is important. 
1954 to revise tax structure is welcome; 
to date, however, the results are far from 
satisfactory and for different 


The start made in 


reasons. 
One reason for slow progress is that we 
do not yet know enough about the process 
of economic growth; measurement is es- 
pecially difficult. Other slow 
progress are more specifically related to 
taxes. For example, the elements of tax 
involved are 


reasons for 


laws often so complex that 
only a handful of people can understand 
them; nothing like an informed public 
opinion is remotely possible. The 
legislature has so much to do that it cannot 
devote time to details, so many of which 
seem minor. Moreover, the groups af- 
fected are likely to have strong reason to 


even 


focus their influence to maintain a favored 
position or to get thus, change to 
secure the general public interest becomes 


one; 


difficult, unless more aid to a special group 

is involved.’ 
American 

related point. 


experience another 
Special tax favoritisms may 
seem more attractive as a method of giving 
aid to special groups than subsidy or some 
outright government payment for a func- 
tion. A failure to collect taxes apparently 
seems more palatable than tax collection 
and then payment of about equal amounts 
to sf] ecific groups. 


suggests 


The shaping of an econ- 
omy’s development in an era of high tax 
rates may therefore be directed by more 
or less disguised tax-exemption substitutes 
for government spending. 


As tax laws are constructed, high tax rates 
often tend to discourage the use of the market. 
Income, sales, business, payroll, death and 
other taxes commonly fail to reach much 
beyond market transactions. Consequently, 
there is a tax difference separating market 
and nonmarket events, such as the choice 
of money (taxable) income 
money (nontaxable) income. A sort of tax 
barrier is The margin between 
market and nonmarket activity is shifted, 
narrowing the market area. If the tax rate 
is relatively small, the shift is probably 
insignificant, but at some point (far below 
100 per cent) a tax rate can get high enough 
to discourage use of the market 
ciably. 


versus non- 


erected. 


appre- 
In international trade we are familiar 
with the way high tariff barriers discourage 
the division of labor. In domestic economics 
is needed for even normal profitability The 
use of special favoritism or adverse discrimina- 


tion in taxes becomes a highly inflexible method 
of achieving objectives. 
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high taxes do 


No one 
| artly 
cx lude 


Cali 
kno vs 


upon 


the sam How much? 
But the amount depends 
how much tax 1 
the 


1 
market 


laws in 
substituting 
activity 


tact 


and non 


case of 
market 


or 


Growth of welfare in 


with the 


material 


associated 


the past 
division of 
and specialization. These in turn 
depended upon broadening and im- 
proving of markets (in the broadest sense). 
Important aspects of government spending 
are directed toward improving markets 
(communication and transportation, for ex- 
umple). In the past the offsetting effects of 
taxes were probably unnoticeable. The clear 
signs today in the United States are hardly 
alarming even though tax rates seem high. 
Yet there signs which far from 
clear but will bear watching. “An- 
turn of the screw” might painfully 
press enough more activity out of markets 
to have much greater effect 


has be en 
labor 


have 


are are 1 
which 


other 


retarding on 


growth 


My revealed another point 
bearing on the significance of high tax rates. 
There has often 

the 
law 


studies have 


been a considerable lag 
time a provision 
and the time it 
and then used more or less fully.’ 
times 


between 


the 


into 
is understood 
Some- 
many years, and, to date 
at least, some provisions seem still widely 
unutilized. The complexity of law explains 
some of the lag; the difficulty of adaptation 
explains some more. In the future, how- 
ever, | that adjustment will be 
reason is a general belief 
are permanent; conse 
little hope that failure 
to adjust will be compensated by a fairly 
prompt reduction of rate. 
is that we more 


gets 
tax 


the lag is 


suspect 
One 
tax 


quicker. 
that high 
quently, 


rates 


there 1s 


Another reason 
are tax conscious and 
served by an increasing group of specialists 
in avoidance 


Taxation and Risk-Taking 


Economic growth does 


great 


not necessarily 
risk-taking. By 
proceeding along familiar lines, an economy 
can raise real incomes without much chance 
of either gain or But rapid 
chance-taking, venturing 

In the nature of things, 
the results are uncertain. Often the actions 
that vielded greatest economic im- 
have the most uncertain. 
The riskiness of economic pioneering is a 


require a deal of 


large loss 


growth requires 


into the unknown. 


have 


provement been 


* This lag adds to the difficulties of learning 
from history how a special provision of the tax 
law can be expected to influence the economy. 
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story familiar to 


economists Although 
the data for unsuccessful firms are notori- 
ously inadequate, we know that losses 
are both frequent and large in total (even 
in the United States in good times). Why 
does anyone freely put himself in a posi- 
tion where he may suffer such a loss? One 


important reason is that he hopes for profit 


At this point progressive income taxes 
come into the picture in a way so often 
noted that I embarrassed to 
mention it. The more successful a person 
in risk-taking, the more of his gains are 
absorbed by the progressive income tax 
In the United States roughly 90 per cent 
of a marginal dollar of gain may be taken 
by personal income tax (and additional 
amounts by the corporation income tax) 
The rewards for risk-taking are materially 
reduced by taxes. The 
however, are not so fully and progressively 
shared by government. Income taxes are 
not progressively negative in the sense that 
the greater a person’s losses, the greater a 
percentage of the loss shared by govern 
ment. Symmetry in tax treatment of gains 
and losses not exist. Progressive 
income taxes are weighted against risk 
taking (at least in the absence of special 
provisions) 


am almost 


costs of losses, 


does 


The effects of tax burdens on risk-taking 
are unfavorable in two very different re 
spects. The standard argument, to which 
are exceptions 
as follows 


there noted below, runs 


(1) Incentives to risk-taking are reduced 
Although many of us willingly take risks 
when we know the chances decidedly 
against us, the greater the adverse 
and the more rational our decision-making, 
the less willing we shall be to take risks 
The progressive income tax thus discou: 
ages a vital force 
incentive. 


The progressive 
however. 


are 


odds 


for economic growt! 
(2) 
more, 


income tax does 
It reduces the ability of 
taxpayers to take risks—the money available 
A substantial part of the funds for risk 
taking traditionally come from the 
earnings from past successes. Success fi 
nanced new growth. Successful entrepre 
neurs found in profits the funds to pay (a) 
for expansion of ventures that had turned 
out well and (b) for new tries. Perhaps 
there is a presumption that the entre 
preneur who has been right once is more 


has 
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likely than the average to be right again 
There may also be a presumption that 
successful businesses have greater- 
than-average ability to use money well. 
High taxes on earnings, especially progres- 
sive taxes, reduce the extent to which funds 
are available out of profitable ventures to 
pay for additional growth! 


newly 


Moreover, since debt financing will ordi- 
narily not be available without equity back- 
ing, the tax drainage of earnings may have 
a multiplied effect on financing of growth.® 


The picture just sketched is essentially 
accurate and indeed discouraging, almost 
repulsive, to the seeker for economic growth. 
Yet in the United States the facts are not 
quite so bad as often implied. (1) For one 
thing, the laws do permit tax offsets of 
losses to varying degree. (2) For another, 
tax rates in fact are not always so high 
and so progressive as appears on the sur- 
face. The details of tax structure, perhaps 
like the details of a human face, make a 
not inconsiderable difference in the general 
impression. The full significance of the 
details is hard to judge, let alone to convey, 
because some are highly complex and more 
are concealed (not necessarily as a matter 
of deliberate design). 


First: offsets of losses. Businesses, whether 
or not incorporated, are permitted to offset 
losses against profits over a period of years. 
\ firm with a loss this year may recompute 
last year’s taxable income, reducing it by 
as much as this year’s loss. If it paid tax 
for last year, it can claim and get a refund. 
Moreover, any loss not fully utilized as an 
offset may be used to reduce taxable profits 
for five years in the future.” Such treat 
ment for the enterprise as a whole removes 
a good deal of the curse of high-rate pro- 
gressive taxes as burdens on risk-taking 
Society can do something to meet a problem 
created by its own institutions—but at a 
revenue loss and 


price, complexity. 


Another sort of offset exists. More than 
one kind of venture can be conducted by 


* Throughout the United States economy, the 


lack of equity funds—especially to finance 
growth of medium—and small-size businesses 
is greater, probably, than would be expected 
by a person who is familiar with only the broad 
outlines of the American economy 

* Economic analysis has, I believe, 
adequate attention to the relations between 
availability of equity and borrowed capital 
When taxes reduce equity funds, the firm may 
not make up the difference by borrowing. In 
fact, its ability to borrow likely falls 

“If a firm never has enough profit, it may 
sell out to another to whom the loss carry-over 
is a valuable acquisition. Although the market 


given in- 
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a taxpaying unit. Tax is computed on the 
net result of all combined with losses de- 
ducted from gains. For an _ enterprise, 
therefore, the net cost of an unsuccessful 
try is reduced by tax saving from other 
profitable operations. Large firms carrying 
on many kinds of activities are most likely 
to benefit from such intrafirm offsetting of 
losses. Of course, Du Pont or any other 
giant constantly taking risks on many new 
things suffers net loss from projects which 
are unsuccessful, but the net loss, after 
allowing for tax saving, is only about half 
the gross loss. In other words, there is 
no tax on results of risks that turn out well 
until all losses have been deducted. Under 
such conditions taxes would seem to add 
hardly any burden to risk-taking, especially 
if the businesses are earning profits. How 
ever, if tax rates are progressive, the tax 
effects are less clear; at times the 
may reduce income from brackets subject 
to lower tax than the brackets into 
which profits from successful ventures fall.” 


losses 


rates 


Another reason why taxes in fact are not 
so burdensome on risk-taking as may ap 
pear is that taxes can in practice be much 
less progressive than often appears. A 
person can get income, or benefits which 
have the attractions of what we agree is 
income, without needing to pay the full 
income tax rate. Although some of the 
possibilities are far too complex to describe in 
a general paper such as this, one can illustrate 


United States law includes capital gains 
in the concept of income; in effect, how- 
ever, it imposes much lower tax rates than 
on other forms of income.” Moreover, the 
greatest favoritism in rate goes to persons 
with the largest incomes from other sources. 
A person with an income of hundreds of 
thousands of dollars, or a giant and highly 
profitable corporation, pays a tax on capital 
gains at a rate not much above the lowest 
personal income tax rate. Moreover, and 
this is another point of great importance, 
even this relatively low tax can be avoided 
by not selling the asset; if an individual 


for loss carry-overs is far from perfect, it is 
good enough to give a risk-taker hope that tax- 
wise he will suffer much less from losses than 
would appear on the surface 

™ How serious is such lack of symmetry? No 
one can say, for it is affected by such diverse 
factors as chance, the ability to control the 
timing of income, the stability of tax rates and 
the degree of rate progression. 

“2 This discussion ignores gains and losses on 
capital assets held for six months or less. The 
risks associated with economic growth are most 
likely to be involved in ownership of assets for 
longer periods than six months 
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owner holds the 


neither he 


until he dies, 


need 


property 


nor his heirs pay income 
(or capital gains) tax on the rise in value 
before his death. The treatment of 
on ventures that do not 
is also complex and 


ways, but it 


losses 
prove successful 
various 
is generous enough to 
substantial net tax 


restricted in 
leave 
advantages in some 
a risk-taker whose successes and 
failures otherwise match. 


cases tor 


Many long essays would be needed to 
give an accurate account of the f 
the law analyze their economic 
significance. The fact that they are so com- 
plex, and 
been, 


details of 
and to 
also as changing as they have 
that not everyone who could 
benefit by using them will understand what 
is required and act accordingly. Every 
year, however, more people will take ad- 
vantage of these technical provisions. One 
result is that the community will “buy” 
risk-taking by sacrificing revenue, especially 
from the upper income brackets where rates 
are highest. We give up some of the 
proyressivity, and what many of us believe 
is some of the equity, of the income tax. 
Another “cost” of this “solution” to the 
problem is that risk-taking will tend to 
into forms that are most easily 
idapted to the use of the 
availabl 


means 


move 


escape devices 
“Distortions” in the 
development are inevitable. 


All tax 


permitting 


pattern of 


systems probably have features 
some risk-takers to 
escape the full rigors of high progression. 
In the United States, I feel certain, the 
dynamic economic growth during recent 
years of high taxes is to be explained in 
part—although not a large part—by the 
fact that special provisions have made the 


successful 


high taxes inapplicable to gains from some 
successtul 
this 
tage ot it 


ventures; entrepreneurs 
fact acted to take advan 
If, as seems unlikely, the special 
provisions were removed as completely as 
possible, 


have 


known and 


risk-taking would decline. 


Growing and Dying with Death Taxes 


In revenue yield, other 
death taxes’ 
ignore them safely 


taxes so over- 
ordinarily 
In studying economic 
growth, however, a little pause to consider 


shadow that we 


A gift tax is essential to make death taxes 
effective. The United States gift tax in some 
respects is very tight but in others rather 
loose. To simplify discussion, however, I shall 
not specifically mention gift taxes wherever a 
reference would be appropriate. 

% Sometimes discussions of the 
‘‘small'’ business seem a bit romantic. Some 
of the most restrictive, unprogressive govern- 
ment policies have resulted from pressures of 
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death taxes may be worth while. Man- 
kind still has rather little experience of 
economic expansion while heavy death taxes 
are in effect. From time to time I have 
worked intensively on various aspects of 
death taxes, and consequently I may be able 
to suggest some points not already matters 
of common knowledge. 


Let us focus on the problem of businesses 
which are owned by one family or a few 
families. In the United States, and 1 
suppose everywhere outside areas of Russian 
domination, most businesses fall in this group. 
Even though the giant, publicly owned 
firms may do a large proportion of total 
business, the closely owned firms added 
together account for an important total, 
even outside agriculture. Moreover, such 
firms provide the starting, initiating drive 
for much growth. Often new things, am- 
bitious projects, innovation have in the past, 
and still today, come from relatively small 
businesses. In the future, although we can 
expect much growth to start with economic 
giants, there 
ence o1 


is no basis in either experi- 
logic to believe that 
can play only a small role. 

may be crucially important 


smaller firms 
In fact, theirs 
because their 


number and diversity provide an actual— 
and, even more, a potential—threat that forces 
the giants to keep alert and progressive.” 


The 


relatively small firm special 
problems. 


One common difficulty is a 
shortage of capital in the sense of as much 
equipment and funds as could be used 
profitably. Another: is limited ability to 
attract management. Both are needed for 
the firm to add its growth to that of the 
When one family or a few con- 
business, outsiders are likely to be 
investing 
equity capital. 
Management, a central 
fail. Present 
have proved their ability may die or lose 
their skill as they get older. Capacity for 
meeting new developments which are unlike 
those of the past may not exist. The choice 
of successors may be made poorly. More- 
over, the interests of outsiders may easily 
be abused.” Even advancing capital in debt 
forms involves outsiders in risks. 


has 


economy. 
trol a 
cautious about 


risk or 


S¢ ms! 


funds, especially 


And for good rea- 


element of 


success, Managers 


may who 


small business. Moreover, small firms are 
doubtless guilty of practices as bad as any— 
on whatever score one judges. Yet multiplicity 
of business units in itself has advantages, as 
noted in the text. 

%In the smaller firm the managers may 
absorb earnings as salaries, leaving nothing for 
outside stockholders. In somewhat larger firms 
insiders may refuse to pay out earnings in the 
form of dividends 
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Taxes on lowest income groups come 
more out of consumption and 

less out of saving than taxes on 
groups with somewhat more income. 
Progressive taxes cut savings more 
heavily than do proportional or 
regressive taxes. 


Such problems, which are inherent in the 
facts of closely owned businesses, are much 
increased by death taxes. The death of an 
owner of any appreciable part of the firm, 
if it has been successful, will require pay- 
ment of tax, often a very large tax. Pay- 
ment must be in cash or certainly not in 
the shares of the firm 
narily be seen in advance, and the 
family will start to prepare in advance. 
Fundamentally, advance preparation in- 
volves withdrawing more of the firm’s earn- 

and holding them in liquid form than 
if there were no tax (or investing less from 
outside sources). Purchase of life 
ance is common and represents the basic 
principl« the annual premium pay- 
ments, in effect, withdraw earnings which 
insurance companies hold in liquid form or 
conservative investments 


This need will ordi- 
wise 


ngs 


insur- 


well; 


Reinvestment of earnings, a chief source 


of new such 


capital for firms, becomes 
difficult. The need to pay income tax 
on withdrawals adds another burden. Obvi- 
the preparations are to 
serve their purpose of assuring liquid funds 
for death tax, they must be held in rela- 
tively investment forms. For the 
is a shift of funds 
investments of most help to 


and closely owned firms. 


mor 


ously, if advance 


riskless 
economy as a whole there 
away from 


smaller 


Since the lenetl 
certam 


of life ahead will be un- 
the amount of tax— 
planning must inherently have a high degree 
of uncertainty and error 


and also 
Some estates may 
get more liquid than necessary, others less. 
In either case 

By withdrawing 
unnecessarily 


there is cost and danger. 
person may 
his firm of badly 
needed capital and check its growth. Not 
cnough lead 
This is 
uncertainty likely 
adds to the unattractiveness of outside par- 


too much, a 
deprive 


accumulation, however, may 
to forced liquidation after death. 


just when management 


ticipation in the business and when market 


% The marketability of their shares gives an 
advantage relative to the closely owned firm 
Death taxes increase the value of marketability. 

7 One special income tax provision is confined 
to closely owned businesses In general, this 
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prices may be depressed by general knowl 
edge that sale must be made to pay tax. 
Always investors must reckon with the 
danger that death tax needs will embarrass 
the firm just when continuity is threatened 
on another score—the death of a key official. 


An who cannot arrange to get 
funds the firm faces unusual diffi- 
culty. This death taxes not only provide 
a reason why outsiders would be reluctant 
to invest because of threats to the firm 
when the manager dies and leadership is 
uncertain. Outsiders also cannot count 
upon facilities for liquidation from the firm’s 
earnings. 


outsider 
out of 


The giant, widely owned firm faces no 
such problems. Its owners can count upon 
sale of shares in the open market. Death 
taxes, of funds otherwise 
available for investment and thus add a bit 
to the costs of new financing from outside 
by big firms.” Otherwise, however, they 
are hardly affected. Smaller, closely owned 
firms face a far more difficult problem and 
one that directly on their growth 
Somehow, funds that would finance growth 
must be withdrawn 


course, absorb 


focuses 


There occurs to me no way to impose 
death taxes without giving rise to problems 
of this basic kind. The higher the tax 
rates and the steeper the progression, the 
more serious the problems. One possible 
solution or amelioration would be to cre- 
ate loopholes in the tax. Then the rates 
would not really “bite” as presumed. In 
the United States we have, in fact, made 
some use of this method without confining 
the benefits to estates invested in closely 
owned firms.” If our death 
really as severe as they 


taxes were 
seem, and even 
more if they were as severe as many econo- 
mists would recommend, the problems of 
family businesses would be 
difficult to elicit 
now justified. 

of thousands— 
thousand now 

be impeded. A second possible solution is 
to make payment of death taxes easier. 
The chief method would be to grant such 
easy terms death that both advance 
and hurried forced liquidation are unneces- 
sary. Moreover, especially favorable pay- 
conditions might be offered where 
ownership is offered as an attraction to new 
management. 


enough more 
concern than is 
growth of tens 
perhaps a 


far more 
the 


instead of 


Then 
few 
of smaller businesses would 


alter 


ment 


provision permits a corporation to retain earn- 


ings until the owner's death and then use the 
earnings to buy back shares from the estate 
without payment of personal income tax on the 
amounts made available out of earnings 
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Taxes and Capital Accumulation 


Economic growth, as even the Russians 
recognize so well, requires capital accumu- 
lation.” Taxes can influence the amount 
of capital accumulation in various ways 


faxes can be 


part of a genera] system 
»f public finance which results in net ac 
quisition of capital by government—high 
ways, schools and other investments owned 
by government People save and invest 
through their governments. However, there 
is growth of capital for the economy as 
i whole only if private saving and invest 
ment are not reduced as much as, or more 
than, government Therefore 
the kind of taxes used 
government investment (if it is 
being financed out of tax revenue) Even 
if the government relies on borrowing, the 
availability of funds to it and to othe 
borrowers depends partly upon taxes, 
they affect the total quantity of 
Dollar for dollar, fall more 
heavily on private saving (and investment) 
than do other Hence, the kinds of 
taxes used to bring a given amount of reve 
nue will affect total 
tormation 


accumulates 
nuch depends upor 
to finance 


Tor 
saving 
some taxes 


taxes 


saving and capital 
effects of 


business, 


The commodity 
death and 


consumption and on saving, 


and sales, im 


come, other taxes on 
at the margin 
have been the subject of considerable study 
and more debate. I have nothing to offer 
to the generally accepted conclusions that 
(1) taxes on lowest 


more out ot 


income groups come 
and out ot 
saving than taxes on groups with somewhat 


(2) 


consumption less 


more imcorme, progressive taxes cut 


savings more heavily 


than do proportional 
or regressive taxes and (3) personal income 
and death taxes are likely to be pro 
a few commodity taxes pos 


but 


most 
with 
he ing 


wressive, 


sibly progressive 


more being 


proportional or regressive Business taxes 


especially those falline on 


net earnings, 
unhappy testi 
monial to the inadequacy of our knowledge 
lo the extent that such taxes fall on stock 
holders, the 


very 


arouse 


more debate—an 


burdens are somewhat 
To the 


however, 


pro 
extent 
the 


“ZTessive, 


that 


crudely so 


consumers bear them, 
“A more 
enlarging 
mit more 
rely only 
permitted 
definition 
crease in 
require an 
to prevent 
falling 


accurate statement would be that 
a stock of capital equipment will per- 
rapid growth than if society were to 
upon technical improvements that 
more effective use of capital. By my 
of economic growth, however, an in 
population would almost certainly 
increase in total capital equipment 
productive power per capita from 
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burdens are probably roughly proportional, 
except for a regressive element at the very 
lowest income ranges. 

Perhaps a conclusion that must be clear 
will be unpalatable to many of us. Eco 
nomic growth and more equality in dis 
posable income become rival objectives in 
choices among patterns of taxation. \ 
reduction in inequality has, in and of itself, 
seemed a desirable objective of social policy 
Still clearer, however, has been a general 
feeling that the community should try to 
provide a better life for the poor by per 
mitting consumption financed by taxes on 
the upper Yet such taxes 
will reduce savings, capital accumulation and 
one requisite for economic growth. In the 
1930’s many such 
dilemma 


income groups 


economists saw no 


\ tendency for a modern industrial economy 
to save too much and consume too little in 
relation to investment demands 
evident Deliberate choice of 


seemed 


more pro 


gression in a tax system to reduce saving 
thus appeared compatible with fuller 
ployment, more realized investment and 
with growth than would otherwise 
result For several years, however, condi 
tions have been different—much better 
Yet welcome call for a 
revision of tax thinking which we have not 
always made, a recognition of the fact that 
to finance any level of government 
expenditure, the more the tax system seeks 
to provide equality the 
generally, the total the economy 
But much? 


is inadequate 


em 


more 


these conditions 


given 


after taxes, less, 
saving of 
how information 
should 
tinguish between owners of businesses who 
would use more disposable income to build 
their firms and might 


less useful forms 


We know 
of tax 


To date, our 


Perhaps we dis 


others who invest 


Wt Tar 


little 
systems 


about how different kinds 
will affect saving; and, of 
course, some of an increase in the disposable 
income of a family high in the income scale 
may be used instead of 
saving.” Any deliberate policy of shifting 
more of the total taxes on to lower-income 


for consumption 


groups to permit families higher up to save 
more will lead to some more consumption 

” The careful siudent will be uneasy in using 
such broad generalizations, for many qualifica- 
tions and modifications must be made. A given 
tax may be regressive, proportional and pro- 
gressive at different income levels. 

*In ‘“‘underdeveloped’’ areas the choices may 
seem exceptionally difficult. Upper-income fam- 
ilies may use an unconscionable amount of 
resources in consumption for what volume of 
saving they do. The costs of saving in terms 
of equality become distressingly high 
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Must a nation limit itself in tax 
action for saving to what can be 
done through broad policies? Might 
it not stimulate capital formation 

by giving tax favors to those 

who actually make some desired 
type of investment? 


by the prosperous and some less saving by 
the poorer groups. ‘These cases are excep 
tions to the general rule, serious enough to 
be disturbing but hardly decisive. Select 
ing policy must rest on an unsatisfactory 
basis of settled knowledge. 


The tendency, 
however, is clear 


Saving and equality are 
to some extent rival objectives. 

Chis while still 
among economists than one might 
is not novel. Although it seems to me 
fundamentally correct, | wish to record two 
widely different qualifications 


(1) The first its 
“capital” involved in 


discussion, familiar 


expect, 


less 


that the 
most of 
sion may be unduly narrow. 
ity in the broadest 
psychological 


concept ol 
our discus 
Human capac 
including the 
morale, as 


sense, 
and well as 
strength, health and training is productive 
capacity no 
ment 


Invest 
contribute even more 
investment in. things \ 
progressive tax system may cut saving and 
investment im the 
ing the 


than machines. 
in humans may 


to growth 


less 
than 


common sense. By leav 


poor with more disposable income 
than would a more regressive system, how 
ever, the development of human productive 
capacity may be increased more than enough 


to offset any sacrifice 


2) The 


of the 


of nonhuman capacity 
second qualification is a 
point made 
consumption 


Variant 
People may 
riotous living perhaps 
Without focusing chiefly on 
equality as an 
growth, 


forgo 


earlier 
preier 
to growth 
alternative to econom« 
willingly 
income in 
consumption now 
wisely considered 
But those persons who make the 
decisions of governmen# are not necessarily 


men freely 
opportunities for 
the future to get 
The 


o1 not! 


acting may 
higher 
more 


decisions may be 


‘Let us think, for example, of an aged 
person or one with an incurable disease who is 
without a large income Without long to live 
he might choose, if free, to have the economy 
dissave so that he can live better for his 
remaining years or months. A deliberate gov- 
ernment decision to make taxes regressive, 
heavier on him, to permit others to save more 
to finance economic growth may well be a 
perverse use of the powers of compulsion of 
government 


Economic Growth 


right in deciding how much the tax system 
should be designed to provide for the 
future.” The most one can insist upon, 
perhaps, is that the facts be made as widely 
available to the public as possible to permit 
the best consideration 


Must a nation, however, limit itself in tax 
action for saving to what can be done 
through broad policies? Might it not stimu 
late capital formation by giving tax favors 
to those who actually make some desired 
tvpe of investment? In other words, instead 
of making a tax system 


less progressive 
throughout, 


a government might make the 
tax system less burdensome on savers and 
more burdensome on each 
A progressive spendings tax 
of the type proposed by the United States 
Treasury in 1942 would certainly do this 
The family spent, the higher the 
tax rate on an added dollar of spending; 
amounts saved would be exempt from this 
tax.” Even a refined form of tax to 
favor capital formation could serve. A per 
son or a pay less tax on 
funds house or 


consumers at 
income range 


more a 


less 


would 
build a 
business than on 
tributed to 


business 


used to expand a 


consumed or dis 
With tax rates at 
present levels such discrimination might be 
highly effective, especially if there were a 
prospect that the 
he 


taxe 


INCOM ¢ 
owners 


fruits of the savings could 
enjoyed without correspondingly higher 
later 


One variant of this species of proposal 


is involved in plans for rapid amortization 
investment, notably when ac 


companied by some form of 


ol business 
restriction on 
(or discouragement of) distribution of earn 
ings; the community time to 
firms whose in 
meets certain requirements. One 


agrees for a 


accept less im taxes from 


vestment 


problem of using such devices, however, is 


to determine how much net 


investment, 


increase in 
as contrasted with a shift from 
one form or one time to another, results 


[his same qualification 


applies to 
encouraging 
a tew types of investment 


any 
specific device for any one o1 
New investment 
manufacturing or electricity 
transmission facilities can certainly be en 
couraged by tax Any such 


specific encouragement is almost certain to 


in housing ot 


favoritism 


> Details of 
Irving 
with 
war 


such a tax were developed by 
Fisher His concern was not primarily 
encouraging capital formation or with 
finance, but he was clear about what is 
needed to impose a progressive tax on spending 
He argued that income was consumption and 


that funds saved were not consumed and hence 
not income 





stimulate some saving that would not other- 
wise be made, but perhaps not very much. 
Most of the new investment may involve a 
shift rather than an increase. Whether the 
shift leads on balance to more or less pro- 
ductive investment will generally be im- 
possible to determine, especially because we 
can seldom know what would have been 
built had the special tax not been in effect. 


Furthermore, if the inducement is mean- 
ingful in offering attractions, the Treasury 
will lose revenue. 
the revenue 
higher 


Someone must make up 
presumably by paying 
without some govern- 
ment services or buying government bonds 
instead of financing 


loss, 
taxes, going 
Each of 
these possibilities may offset some, perhaps 
all, of the gains from tax-stimulated invest- 
ment Yet 
they They add to one’s doubts 
about the wisdom of special tax inducements 
to investment. 


business 


Such costs are easily 
must exist 


gnored 


Tax policy bears upon another aspect of 
capital provision, one sometimes ignored— 
maintenance. The capital available to an 
any future time depends not 
only upon how much is added between now 
and then but also upon how well an exist- 
ing stock is maintained 


economy at 


Maintenance, of 
course, may involve keeping the same (or 
an identical) physical thing unchanged (a 
basic inventory of refined copper, for ex- 
ample); it may involve preservation of the 
physical thing in essentially the same form 
except with offset 
lescence (maintenance of a well-constructed 
building, for example). However, mainte- 
nance of capital very often involves a shift 
of resources from 


adaptations to obso- 


one form to another. 
Funds from the sale of products or serv- 
ices of the equipment are set aside as de- 
preciation 


to buy 


accounts; 


they are then used 
capital equipment of a some- 


new 
what different type. 
to know 
torm ol 


Often it is impossible 
these gradual shifts of 
equipment represent in- 
creases, decreases or no change in produc- 
tive capacity, especially for short periods. 


whether 
capital 


Ot necessity, we measures. 
Yet involve large 
errors because no one knows how rapidly 
the equipment is losing its power to pro- 
Moreover, the measure—money— 
itself changes in value so that as a measur- 
ing device it 


When tax 
ment ot 


use. money 


money estimates can 


duce 


proves unsatistactory,. 


high, the tax treat- 
maintaining a stock of 
highly important. Let us 
look first at depreciation, especially where 


rates are 
costs of 
capital can be 


there ts inflation 
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by inflation has unfortunately become all 
too familiar. In the United States, and | 
believe widely elsewhere, the tax laws per- 
mit a deduct as a cost each 
year some fraction of the amount the firm 
paid for the property, on the logical grounds 
that over the life of the machine or other 
asset as many dollars as it cost will be 
deductible; anything in addition received 
by the owner is an increase in his eco- 
nomic well-being and thus properly taxable 
as income. However, if the price level has 
risen since the asset was purchased, the 
total of the dollars received will not pay 
for a new machine to replace the productive 
capacity of the old. More dollars must be 
invested to the stock of real 
capital. Because prices generally have risen, 
businesses can ordinarily charge more for 
their products; if prices are free, producers 
can probably sell for enough more to 
finance adequate replacement—except for 
taxes. Why the exception? 


business to 


maintain 


Because tax laws 
insist that the additional amounts received are 
taxable earnings not return of capital. When 
tax rates are high, the government takes much 
of the extra amounts businesses can collect from 
consumers. In effect, there is a shift of re- 
sources from business to government, a sort of 
capital levy. This shift is made without clear 
public recognition that to some extent the 
level of government spending (services) is 
being maintained by failure to preserve the 
nation’s capital equipment. (Those mem- 
bers of the public who understand what is 
happening are not likely to want to invest 
such undertakings.) 
ceivably, earnings may be high enough so 


new funds in Con- 
that even after heavy taxes, enough remains 
to maintain the productive capacity and also 
to provide the attractions necessary to in- 
duce investors to cooperate in preserving 
capital. Some firms and industries will find 
themselves more favorably situated than 
others, so that the balance of development 
will tend to change. 


years ol 
there 
this problem. 

many people 
Moreover, 


States 


passed 


United 
increases 


In the 
price 
much recognition of 
today not 
ciate it. 


several 
before was 
Even 
appre- 
since the rise in the 
price level has not recently been important 
(and since more and more of the stock of 
capital was created in years after the war 
when costs were inflated), little concern is 
evident. So we remain unprepared, both 
intellectually and with techniques, to deal 
with the problem if it should become really 
important. 
which 


seem to 


Yet this is a practical problem 
calls for sophisticated analysis and 
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Changes Made by the New Code 
Warrant a Re-examination of Existing 


Wills and Estate Plans 


Estate and Gift Tax Provisions 
of the Internal Revenue Code of 1954 


By SYDNEY A. GUTKIN and DAVID BECK, Newark Attorneys 


y HE Internal Revenue Code of 1954 has 
made several substantive changes in our 
estate and gift tax law. Although the basic 
structure of the law has been left unaltered, 
such changes or additions as have been 
made would seem to warrant a re-examina- 


tion of existing wills and estate plans. 


The purpose of this article is to discuss 
the amendments and additions made by the 
Internal Revenue Code of 1954 (hereinafter 
referred to as the 1954 Code) to the estate 
and gift tax provisions of the Internal 
Revenue Code of 1939 (hereinafter referred 
to as the 1939 Code), and to assist in their 
integration into current will thinking and 
estate planning. 


ARRANGEMENT OF 1954 CODE 


The provisions of the 1954 
Code are contained in Chapter 11, which, 
together with the gift tax provisions con- 
tained in Chapter 12, Sub- 
title B. 

Chapter 11 is divided three sub- 
chapters. Subchapter A with the 
estates of citizens or residents, subchapter 
B makes provision for the estates of non- 
residents not citizens, subchapter C 
contains miscellaneous provisions, 


estate tax 


constitutes 
into 
deals 

and 


Subchapter A, in 
four 


turn, is divided into 
follows: Part I—Tax Im- 
posed, Part II—Credits Against Tax, Part 
I1I—Gross Estate, and Part 1V—Taxable 
Estate. 


parts, as 


The gift tax provisions of the 1954 Code 
Chapter 12, which is 
divided into subchapters A, B and C. These 


are contained in 


subchapters are not subdivided into parts, 


1See 1939 Code Sec. 822(b). 
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as is subchapter A of the estate tax pro- 


visions, making for greater over-all simplicity. 


ESTATE TAX 
Part I—Tax Imposed 


Section 2001 of the 1954 Code imposes the 
estate tax on the transfer of the taxable 
estates of decedents who are citizens or 
residents of the United States dying after 
the enactment of the title. 

This section introduces a new method of 
computation. It combines into a single 
schedule the rates of tax which were pre- 
viously set forth in two separate schedules 
found in Sections 810 and 935 of the 1939 
Code. It eliminates the necessity existing 
under the 1939 Code of computing both a 
tentative and a basic tax where the taxable 
estate exceeds $100,000. The term “taxable 
estate” has the same significance as the term 
“net estate” under prior law. Under this 
section, the tax (before the allowance of 
credits) is computed by fitting the taxable 
estate, determined as provided in Section 
2051, into the proper bracket provided for in 
this schedule and applying the appropriate 
tax and percentages indicated therein. As 
already noted, it is effective only with re- 
spect to decedents who are citizens or resi- 
dents of the United States and who die 
after enactment. The tax imposed is to be 
paid by the executor.’ 


Part Il—Credits Against Tax 


The 1954 Code provides five credits 
against the estate tax: for state death taxes, 
for gift tax, for tax on prior transfer, for 
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lOTeIEEN death 

emainders 

exception ot t! red tor iX On prior 
transters, appear as credits in the 1939 
Code?’ The credit for the tax on prior 
transfers, although tt has its reots in the 
1939 Code as a deduction for property 
previously taxed,* is substantially different 
in terms and seope 


Credit for tax on prior transfers.—As 
already noted, the 1939 Code permits a 
leduction from the decedent’s estate of the 
value of property included in his gross 
estate which was previously subjected to 
wilt tax or estate tax The deduction is 
available only in respect of property in 
cluded in the decedent’s gross estate 
which can be tdentified as having been re 
ceived by gift from the donor within five 
years, or by bequest, devise or inheritance 
from a decedent who died within five years, 
prior to the decedent’s death (or as to 
property which can be identified as having 
been acquired in exchange for property so 
received) Under the 1939 Code, the de 
duction is reduced if the property is subject 
to a debt or claim and no deduction is al- 
lowed if property is received from the cur- 
rent decedent’s spouse. The deduction was 
designed to prevent subjecting the same 
property to tax twice within a relatively 
short period of time 


Section 2013 of the 1954 Code now allows 
a credit against the estate tax of the current 
iecedent for the tax paid on the property in 
the estate of the prior decedent where the 
current decedent dies within ten vears of 
the death of the prior decedent Such 
redit may never be more than the estate 
tax saving which would result if the cur- 
rent decedent had not received the property 
in the first place. The credit ts allowable 
to the full extent thereof if the decedent 
dies within two years after the death of the 
prior decedent, and then diminishes by 20 
per cent every two vears thereafter, until no 
credit is allowed after the tenth vear 
Specifically, 100 per cent of the credit ts 
allowed if the first decedent died within 


two years of the death of the present de 


*1954 Code Secs. 2011-2015, inclusive 
* 1939 Code Secs. 813, 927, 936 
* 1939 Code Sec. 812(c) 
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cedent, 80 per cent if within three or four 
years, 60 per cent if within five or six years, 
40 per cent if within seven or eight years, 
and 20 per cent if within nine or ten years. 

Several favorable features have been in 
troduced by the 1954 Code Initially, it is 
no longer essential that the property trans- 
ferred from the prior decedent be identified 
in the estate of the current decedent. It is 
sufficient that the property subject to a 
prior estate tax was transferred to the 
present decedent. Moreover, the fact that 
the property passed from husband to wife 
no longer excludes it from the operation 
ot this provision. The credit is now avail- 
able with respect to such property to the 
extent that such property did not qualify for 
the marital deduction in the prior estate 
Again, the new law makes the credit avail- 
able with respect to property passing as the 
result of the exercise or nonexercise of a 
power of appointment, thereby foreclosing 
the possibility that property includible in 
the estate of a donee of a power of ap- 
pointment will be taxed twice if the ap 
pointee or taker in default dies within ten 
vears of the donee. Finally, the credit is 
now available to inter vivos transfers to a 
person who predeceased the transferor by 
less than two years. Thus, if A makes a 
gift to B in contemplation of death and the 
property is included in A’s gross estate, a 
credit will be given to B if he died within 
two years before the death of A or dies 


ten vears later 


Part liIl—Gross Estate 


Part LII contains omnibus provisions de- 
fining the nature and extent of the gross 
estate of a decedent, and setting forth valu- 
ation rules with respect thereto. Except for 
changes dealing with transfers taking effect 
at death,’ annuities,® and life insurance pro- 
ceeds,’ the remaining provisions of Part ITI 
derive in general from, and are substantially 
the same as, the provisions of Section 811 
of the 1939 Code 


Transfers taking effect at death.—Under 
Section 81l(c) of the 1939 Code, property 
previously transferred by a decedent is in- 
cludible in his gross estate if possession or 
enjoyment of the property can be obtained 
only by surviving him. This rule has ap- 
plied even though decedent has retained no 
interest in the property 

* 1954 Code Sec. 2037. 

* 1954 Code Sec. 2039 

7 1954 Code Sec. 2042 
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Where the decedent has disposed of all, 
or substantially all, of his rights to property 
long before his death, it has seemed unduly 
harsh to subject the property to estate tax 
merely because the ultimate taker of the 
property is determined at the time of the 
decedent’s death 

The 1954 Code provides that property 
previously transferred by a decedent will be 
includible in his estate only if he had (either 
expressly or 


ately 


by operation of law) immedi 


before his death a reversionary in 


terest in the property exceeding 5 per cent 
of its value. Thus, new Section 2037 applies 
substantially the same rules prescribed in 
Section 811(c)(2) of the 1939 Code in the 
case of transfers made prior to October 8, 
1949, to made on or after that 
date with the exception that if the decedent 
has retained a reversionary interest in the 
property, immediately before the decedent's 
death, exceeding 5 per cent of the value of 
such property, it is immaterial whether the 
reversionary interest arose by the express 
terms of the instrument of transfer or by 
operation of law. 


transfers 


The decedent’s reversion 
ary interest is to be valued by recognized 
valuation principles and without regard to 


the fact of the decedent’s death 


Annuities—in general.—There is no 
counterpart in the 1939 Code 
2039 of the 1954 Code. The law prior to 
the enactment of the 1954 Code was clear 
that the value, at the decedent’s death, of a 
joint and survivor annuity purchased by him 
was includible in his gross estate, although 
there was doubt as to the includibility of an 
annuity of that type purchased by the de- 
cedent’s employer or an annuity to which 
both the decedent and his employer had 
made contributions 

Section 2039 of the 1954 Code expressly 
requires the decedent’s 
gross estate of the value of an annuity or 
other payment receivable by any bene 
ficiary, by reason of surviving the decedent, 
under any form of contract or agreement 
(other than as insurance under policies on 
the life of the decedent) entered into after 
March 3, 1931, if under the contract or 
agreement an annuity or other payment is 
payable to the decedent or the 


for Section 


inclusion in the 


decedent 
possesses the right to receive such annuity 
or payment—either alone or in conjunction 
with another—for his life, for any period 
not ascertainable without reference to his 
death or for any period which does not in 


8 Senate Finance Committee Report No. 1622, 
83d Cong., 2d Sess., accompanying H. R. 8300 
dated June 18, 1954, p. 470. 
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tact end before his death. It seems clear 
that the provisions of this section apply not 
only to cases where an annuity is payable 
to a decedent, but contracts or 
under which a lump-sum pay 
payable to the decedent or the 


also to 
agreements 
ment is 
decedent possesses the right to receive such 
a lump-sum payment in lieu of an annuity. For 
annuity” 
includes periodic payments for a specified 
period of time. 


purposes of this section, the term 


Examples of contracts.—The following 
are examples, but are not necessarily the only 
forms, of contracts to which Section 2039 
applies 


(1) A contract under which the decedent 
immediately before his death was receiving 
or was entitled to receive for the duration 
of his life an annuity, or other stipulated 
payment, with payments thereunder to con 
tinue after his death to a designated bene- 
ficiary if survive the 
decedent 


such beneficiary 


(2) A contract under which the decedent 
immediately before his death was receiving 
or was entitled to receive, together with 
another person, an annuity or other stipu 
lated payment payable to the decedent and 
such other person for their joint lives, with 
payments thereunder to continue to the 
death of either 


survivor following the 


(3) A contract or agreement entered into 
by the decedent and his employer, under 
which the decedent immediately before his 
death and following retirement was receiv- 
ing or was entitled to receive an annuity 
or other stipulated payment payable to the 
decedent for the duration of his life, and, 
thereafter, to a designated beneficiary, ii 
such beneficiary survive the decedent, whether 
the payments after the decedent’s death are 
fixed by the contract or are subject to an 
option or election exercised or exercisable by 
the decedent 


(4) A contract or agreement entered into 
by the decedent and his employer under 
which, at the decedent’s death prior to 
retirement or prior to the expiration of a 
stated period of time, an annuity or other 
payment was payable to a designated bene- 
ficiary if such 
decedent 


beneficiary survive the 


(5) A contract or agreement under which 
the decedent immediately before his death 
was receiving or was entitled to receive an 





annuity for a stated period of time, with,the 
annuity or other payment to continue to a 
designated beneficiary upon the decedent’s 
death prior to the expiration of such period, 
if the beneficiary survive the decedent.’ 


Amount includible—The amount to be 
included in the gross estate is the value at 
the decedent’s death of the annuity or other 
payment receivable by the survivor of the 
decedent, and it is immaterial whether the 
payments to the survivor are payable in a 
lump sum or in installments, in the same 
or in a greater or lesser amount than the 
annuity or payment to the decedent 


Section 2039 applies only to that part of 
the value of the annuity or other payment 
receivable by the 
which the 


surviving 
decedent's 


beneficiary 
contribution to the 
purchase price of the contract or agreement 
bears to the total purchase price thereof. 
For example, assume that the value of the 
annuity to the beneficiary at decedent’s 
death is $20,000, and that the decedent con 
tributed one half of the purchase price of 
In such case, $10,000 would 
be includible in the decedent’s gross estate. 


the contract. 


In determining the amount of the de 
cedent’s contribution to the purchase price 
of the contract there is taken into account 
contributions made by his employer, if made 
by reason of decedent’s employment, except, 
as hereinafter noted, contributions made by 
the employer to certain qualified pension, 
stock-bonus, 
plans. 


retirement 
However, the decedent’s contribu 
tions under any such trust or plan are taken 
into account. The contributions of an em 
ployer (whether or not to an employee trust 
or fund forming part of a pension, annuity, 


profit-sharing or 


retirement, bonus or profit-sharing plan) are 
considered to have been made by reason of 
decedent’s employment if, for example, the 
annuity or other payment is offered by the 
employer as an inducement to employment 
or a continuance thereof, or if the contribu- 
tions are made by the employer in lieu of 
additional compensation or other rights, if 
so understood by employer and employee, 
whether or not expressly stated in the con- 
tract of employment or otherwise. 


Exemption of annuities under certain 
trusts and plans.—Subsection (c) of Section 
2039 is an excepting provision, specifically 
excluding from the gross estate the value 
of an annuity or other payment receivable 
by a beneficiary (other than an executor) 
under (1) an employees’ trust (or under 


a contract purchased by an employees’ 
trust) forming part of a pension, stock- 
bonus or profit-sharing plan which—at the 
time of the decedent’s separation from em- 
ployment (whether by death or otherwise) 
or at the time of termination of the plan, 
if earlier—met the requirements of Section 
401(a) or (2) a retirement annuity contract 
purchased by an employer (and not by an 
employees’ trust) pursuant to a plan which 

at the time of decedent’s separation from 
employment (by death or otherwise) or at 
the time of termination of the plan, if earlier 
~—met the requirements of Section 401 (a) (3).° 

If such amounts payable after the death 
of the decedent under a plan described in 
paragraph (1) or (2) are attributable to any 
extent to payments or contributions made 
by the decedent, no exclusion is allowed for 
that part of the value of such amounts in 
the proportion that the total payments or 
contributions made by the decedent bears 
to the total payments or contributions made 
For purposes of this subsection, contribu- 
tions or payments made by the decedent’s 
employer or former employer under a trust 
or plan described in this subsection are 
not considered to be contributed by the de- 
cedent. This is applicable to 
all decedents dying after December 31, 1953 


subsection 


Proceeds of life insurance.—Section 2042 
of the 1954 Code, dealing with the includi- 
bility in the gross estate of life insurance 
proceeds, is a revision of Section 811(g) of 
the 1939 Code. Prior to enactment of these 
provisions of the 1954 Code, the proceeds 
of insurance under a policy upon the life 
of a decedent were includible in his estate 
if such proceeds were payable to his exe- 
cutor. 
receivable by beneficiaries other than the 
includible in the de- 
cedent’s gross estate in the proportion that 


Moreover, where the proceeds were 


executor, they were 
the amount of premiums or other considera- 
tion paid directly or indirectly by the de- 
bore to the total amount of the 
premiums paid for the insurance. Premiums 


cedent 


paid by the decedent on or before January 
10, 1941, applying the 
proportion mentioned if the decedent at no 


were excluded in 
time after that date possessed any of the 
If the 
incidents of 
ownership in the policy at the date of his 


incidents of ownership in the policy. 


decedent retained any of the 


death, the entire proceeds were includible, 


irrespective of the source of premium 


payments. 





* Cited at footnote 8 
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1954 °@ 


Section 401 of the 1954 Code deals with 
pension, profit-sharing and stock-bonus plans. 
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Section 2042 revises the law so that pay- 
ment of premiums is no longer a factor in 
determining the taxability under this section 
of insurance proceeds. Insurance proceeds 
payable to the executor will continue to be 
taxed as under existing law. This section 
also requires the inclusion in the decedent’s 
estate of insurance proceeds receivable by 
all other beneficiaries under a policy on 
the decedent’s life with respect to which the 
decedent at death any of the 
incidents of ownership, exercisable either 
alone or in conjunction with any other 
However, whereas under pre-exist- 
ing law a 


pe yssessed 


person. 
reversionary interest was not 
treated as an incident of ownership, this 
section makes a change to provide that the 
term “incident of 
reversionary 


includes a 
(whether arising by 
the express terms of the policy or other 
instrument, or by operation of law) if the 
value of such reversionary interest exceeded 
5 per cent of the value of the policy im 
mediately before the death of the decedent 
In determining 


ownership” 
interest 


whether such interest ex 
ceeded 5 per cent, this section provides rules 
essentially the same as those prescribed in 
Section 2037 for determining whether, in the 
case of certain transfers, the decedent re- 
tained a reversionary interest in the trans- 
ferred property. 


It is quite apparent that an important 
opportunity for estate tax saving is provided 
by this section. Certainly, every estate 
planner should consider the advisability of 
complete relinquishment by the insured of 
the incidents of ownership in some, if not 
all, of his life insurance contracts and the 
consummation of gifts. The estate tax savings 
which may be so accomplished should be 
weighed against the gift tax consequences 
and the possible estate tax aftermath of hav- 
ing any such gifts held to be in contempla- 
tion of death. 


It is beyond the scope of this paper to 
consider effective means of accomplishing 
such gifts of life insurance contracts or to 
discuss the determination of fair market 
values of such contracts for gift tax purposes. 


Part |V—tTaxable Estate 


Part IV sets forth the exemption, the de- 
ductions for expenses, indebtedness, taxes, 
losses and charitable transfers, and the 
marital deduction for transfers to the sur- 
viving spouse which may be taken into ac- 
count in the computation of the “taxable 


estate.” Section 2051 defines the phrase 


“i Report cited, footnote 8, at p. 474. 
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“taxable estate” in terms equivalent to 
those used by Section 812 of the 1939 Code 
in defining “net estate.” Because of the 
elimination of the “basic” estate tax as such, 
the $100,000 exemption applicable to it un- 
der the 1939 Code has been omitted. The 
basic provisions of Part IV correspond to 
Section 812 of the 1939 Code and are in 
great measure the same. The principal 
points of difference appear in the provisions 
concerning expense deductions and _ the 
marital deduction. 


Expenses, indebtedness and taxes.—Fun- 
eral expenses, administration expenses, claims 
against the and unpaid mortgages 
were deductible in computing the net es- 
tate under Section 812(b) of the 1939 Cade. 
However, this deduction was limited to 
those expenses allowable by the laws of the 
jurisdiction under which the estate was 
being administered, and could not exceed 
the value of the property included in the 
gross estate subject to claims, that is, the 
Thus, if the decedent had 
placed most of his assets in a trust (not 
includible in his probate estate), funeral and 
other expenses actually paid by beneficiaries, 
as well as expenses of administering trust 
property paid out of the trust assets, were 
not allowed as a deduction to the extent 
that they exceeded the value of the prop- 
erty in the probate estate. Section 2053 of 
the 1954 Code that limitation in 
the case of such items if the amounts there- 
of are paid (whether or not the total of 
all such items is in excess of property sub- 
ject to claims) prior to the time prescribed 
for the filing of the estate tax return. Thus, 
if the decedent’s estate includes only prop- 
erty held by the decedent and his surviving 
spouse as tenants by the entirety, such items 
as funeral expenses, debts and other valid 
claims—if allowable under local law and paid 
by the spouse prior to the time for filing 
the estate tax return—will be allowed by 
this section. 


estate 


probate estate. 


removes 


In addition, Section 2053 allows as a de- 
duction from the gross estate amounts repre- 
senting expenses incurred in administering 
property not subject to claims included in 
the gross estate if such expenses are paid 
prior to the expiration of the three-year 
period of limitations for assessment of es- 
tate tax deficiency. Such expenses include 
such items as principal commissions paid 
in respect of trust property included in the 
gross estate and attorneys’ fees incurred 
in contesting the inclusion of the trust prop- 
erty in the decedent’s gross estate.” 





Bequests, etc. to surviving spouse.—Sec 
tion 812 (e) of the 1939 allowed a 
marital deduction in the computation of the 


Code 


net estate of a deceased spouse in an amount 
equal to the value of any interest in prop- 
erty that passed from the decedent to his 
surviving spouse, so long as the terminable- 
interest rule was not violated. One way in 
which property qualified as “passing” to the 
surviving spouse was through a “power of 
appointment” pursuant to which the 
surviving spouse was entitled for life to all 
the income from the trust, payable annually 


trast, 


or at more frequent intervals, with power in 
the surviving the entire 
such power being ex- 
ercisable by the spouse alone and in all events. 


spouse to appoint 
corpus free of the trust 


Section 2056 liberalizes the scope of the 
marital deduction provision by extending it to 
legal life estates and to undivided portions of 
property. Thus, this section provides the 
allowance of the marital deduction in any 
case in which an interest in property passes 
from the decedent to his surviving spouse 
(whether or not in trust) if such spouse is 
entitled for life to all of the income from 
the entire interest or all the income from a 
specific portion of the interest, payable 
annually or at more frequent intervals, with 
power in the surviving spouse to appoint the 
entire interest or such specific portion (ex- 
ercisable in favor of such surviving spouse 
or of the estate of such surviving spouse, or 
in favor of either, whether or not in such 
case the exercisable in favor of 
others) and with no power in any other per- 
son to appoint 


power is 
any part of the interest or 
such specific portion, to any person other 


than the surviving spouse. For example, 


if the decedent provided in his will for the 


creation of a trust under the terms of 


which the income from all or one half of the 


trust property is payable to his surviving 

power in the 
such one half of 
the trust property by will, such interest will 


qualify as an 


spouse, with uncontrolled 


spouse to appoint all or 
exception to the terminable- 
interest rule 


Conforming changes have been made as 
to the qualification of an interest, passing 
from the decedent, consisting of the pro- 
ceeds under a life-insurance, endowment or 


annuity contract. 


12 Regs. 108, Sec 86.11. See, generally, U. s. 


v. Pelzer, 41-1 wustc $10,027, 312 U. S. 399; 
Ryerson v. U. 8., 41-1 ustc { 10,028, 312 U. S. 
405; Fondren v. Commissioner, 45-1 ustc 
1 10,164, 324 U. S. 18; Commissioner v. Disston, 


45-2 ustc 10,207, 325 U. S. 442; Fisher v 
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GIFT TAX 


\s previously noted, the gift tax provi 
sions of the 1954 Code are 
Chapter 12, which is divided into sub 
chapters A, B and C. The inportant changes 
in each subchapter are hereinafter considered 


contained in 


Subchapter A—Determination of Liability 


Imposition of tax.—Section 2501 imposes 
the gift tax for the calendar year 1955 and 
subsequent calendar years, thereby replac 
ing Section 1000(a) of the 1939 Code, at 
the rates set forth in 1001 of the 
1939 Code. Under prior law, the tax was 
imposed on the transfer of property by gift 
by any individual, resident or nonresident, 
but in the case of a nonresident not a citizen 
of the United States, its application was 
limited by Section 1000(b) to property 
situated within the United States. Section 
2501 differs from prior law in that it ex 
empts from the tax a transfer of intangible 
property (such as stocks and bonds) made 
by a nonresident who is not a citizen of 
the United States and who was not engaged 
in business in the United States during the 
calendar year in which the transfer was 
made. In other words, a gift tax is im 
posed with respect to all gifts made by 
citizens or residents of the United States, 
wherever the property is situated. In the 
case of nonresident aliens who are engaged 
in business in the United States, tax is 
imposed with respect to gifts of property 
situated in the United States. With respect 
to all other nonresident aliens, the tax is 
imposed only with respect to tangible prop 
erty situated in the United States 


Section 


Taxable gifts (gifts to minors).—Under 
Section 1003 of the 1939 Code, every donor 
was entitled to an exclusion for the first 
$3,000 of gifts made to each donee in a 
calendar year unless the gifts were of future 
interests in property. A gift was considered 
one of a future interest when it was limited 
to commence in use, possession or enjoy 
ment at some time in the future.” The 
question of whether a gift ] 
future interest was most troublesome, pat 
ticularly in the instance where a trust was 
created for the benefit of a minor. It was 
doubtful whether a gift in trust for the bene 
fit of a minor could ever be considered a 


was one ota 





Commissioner, 42-2 ustc § 10,226, 132 F. (2d) 
383 (CCA-9); Sensenbrenner v. Commissioner, 
43-1 ustc $10,033, 134 F. (2d) 883 (CCA-7) 
Commissioner v. Lowden, 42-2 ustc { 10,218, 131 
F. (2d) 127 (CCA-7) 
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present interest, thereby qualifying for the ex 
clusion, inasmuch as control of the 
property could be said not to be 
minor.’ 


donated 
within the 


Section 2503 provides that gifts to minors 
will not be considered gifts of future in 
terests if the income and principal may be 
actually expended by or for the benefit of 
a minor during minority so long as all such 
amounts not so expended will pass to the 
donee upon attaining majority and, in the 
event of his prior death, will be payable to his 
estate or as he may appoint under a general 
power of appointment. The general power 
of appointment need not be limited to one 
exercisable by will. 


\ further troublesome area of gift tax 
law has been ameliorated by Section 2503 
of the 1954 Code. Under prior law, when a 
gift was made in trust of the present right 
to receive income, and power was given to 
the trustee to terminate the 
time and to 


ncome 


trust at any 
corpus to the 
beneficiary, the present right to re- 
ceive income was considered incapable of 


pay over the 


valuation, and was treated as a gift of future 
nterest.* The denial of the 
this type of situation 


exclusion in 
considered a 
rather bizarre result, inasmuch as the termi- 
nation of the trust and transfer of the 
corpus right to the income beneficiary would 
increase rather than diminish the value of 
the gift.* Accordingly, Section 2503 pro- 
vides that where there has been a transfer 
to any person of a present interest in prop- 


was 


erty, the possibility that such present in- 
may be diminished by the exercise 
power shall be disregarded in deter- 
mining whether the gift of such an interest 


terest 


ora 


a tuture interest, provided that no part 


~ such interest will at any time 


pass to 


any other person 


Thus, assuming that under the terms of a 
trust the income is payable to A for life and 
that the trustee has uncontrolled power to 
pay over the trust principal to A in whole or 
In part at any 

aAar¢ A's 


may be 


time, even though in such 


present right to receive income 


terminated, no other person has 
Accord 
ingly, under this section, the present right 
in A will not be 


future 


the right to such income interest. 
treated as a gift of a 


interest. This rule would not apply, 


3 See discussion in Kieckhefer v. Commis 
sioner, 51-1 ustc { 10,812, 189 F. (2d) 118 (CA-7), 
rev'g 15 TC 111 (1950). 


“ Hvans v. Commissioner, 52-2 ustc {§ 10,862 
198 F. (2d) 435 (CA-3); Jennie and Davis Brody, 
19 TC 126 (1952). But cf. Gilmore v, Commis- 
sioner (CA-6, 1954), rev'g 20 TC 579 (1953) 
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however, if the trustee could pay over any 
part of the corpus, during A’s life, to per 


sons other than A 


Taxable gifts for preceding years (re- 
valuation).—Although Section 2504 has no 
counterpart in the 1939 Code, its provi- 
sions certain extent, the same 
Thus, the section provides 
taxable gifts for the 
calendar year 1954 and for preceding calen- 
dar years for the purpose of computing the 


are, to a 
as prior law. 


that in computing 


tax for the calendar year 1955 or any calen 
dar vear thereafter, the law in effect at 
the date of the earlier gifts shall prevail 
This applies to the construction of 
transfers constitute gifts, as 


what 
well as what 


qualify as deductions and exclusions 


A change in law has, however, been ef 
fected by Section 2504 concerning the re 
valuation of prior gifts. The law formerly 
provided that the amount of gifts made 
ina could be adjusted for the 
purpose of computing the tax for a current 
year, even though the 
which an 


prior year 


statutory period 
additional tax might be 
prior had expired 
uncertainty, be- 
statute of limita- 
earlier year, the 


within 
assessed for the 
This 


cause, 


year 
created an area of 
though the 
had run on the 


matter of 


even 
tions 
such 
and could be re 
examined for the purpose of computing the 
proper gift tax for the current year. The 
statute now provides that the value of a 
gift as reported on a taxable gift tax return 
for a prior year, upon which the statute of 


valuation of gifts made in 


year was always open 


limitations has run, is to be conclusive as to 
the value of such gift in 
gift tax rate to be to subsequent 
The effect of 2504 is 
to prevent adjustments in the value of gifts 
for years barred by the statute of limita 
tions in cases where a tax has been paid 
for the 
that the will not prevent such an 
adjustment if no tax was paid for the prior 
year and, in any 


determining the 
applied 
gifts 


new Section 


prior vear in question. It appears 


section 
case, will not prevent an 
adjustment where issues other than 
tion of property are involved 


valua- 


This might suggest the filing of a return 
and the payment of a gift 
small, as preliminary 
sanctuary of the section. 


however 
attain the 


tax, 
steps to 


% Beck, ‘‘Gifts to Minors in Estate Planning,”’ 
Proceedings of the New York University 
Eleventh Annual Institute on Federal Taxation 
(1953), pp. 507, 516. For general treatment of 
the subject matter of gifts to minors, see cases 
and articles cited therein 
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Subchapter B—Transfers 


Tenancies by the entirety.—Under prior 
law, a husband who purchased property, 
furnished the consideration, and took title 
in the name of himself and his wife as 
tenants by the entirety was held to have 
made a gift as of the date of creation of the 
tenancy of the value of the property 
the present worth of his retained rights 
therein, being the right to receive either one 
half or all (depending upon state law) of 
the income therefrom during the joint lives 
of the spouses and the right to receive the 
property on the death of his wife, provided 
he survived her. 


less 


On the termination of the 
tenancy (other than by death), the younger 
of the was held to 
gift to the older.” 


spouses have made a 


Section 2515 provides that, in the case 
of the creation of a tenancy by the en- 
tirety in real property, the donor may elect 
to have the transaction treated as it was 
under prior law, but that, unless he does 
so, it will be treated as not resulting in a 
gift. Where the creation of a tenancy by 
the entirety is not treated as a gift, the 
termination of the tenancy (other than by 
the death of a spouse) is deemed to have 
resulted in a gift by a spouse to the extent 
that the proportion of the total considera- 
tion furnished by such 
by the proceeds ot 


spouse multiplied 
such termination ex- 
ceeds the value of such proceeds of termina- 
tion received by such spouse. The election 
referred to above is required to be made 
on a gift tax return, filed by the donor with- 
in the law, for the 
calendar tenancy 


time prescribed by 


year in which the 


was 


created, The return is required, regardless 


of whether the value of the gift exceeds 


the exclusion. 


This section applies to any tenancy in 


real property having all the characteristics 
of a common law tenancy by the entirety, 


regardless of the term by which such tenancy 
is described under local property law. Thus, it 
applies to a joint tenancy between husband and 
wife, with right of survivorship. 

Under the 
husband 


rule in this section, if the 
$30,000 and the wife 


$10,000 as consideration for the purchase of 


furnished 


real property held as tenants by the en- 
tirety and, when the property was sold for 
$60,000, the husband received $35,000 and 
the wife $25,000, the gift as at 
sale 


time of 


would be computed as follows: 


% Report cited, footnote 8, at p. 480. 
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Value of husband’s interest 


30,000 


equals 
$60,000 x = $45,000. 
40,000 


Value of gift equals value of interest 
minus value of proceeds received. 


Gift equals $45,000 minus $35,000, or $10,000. 


Certain property settlements.— Under prior 
law, property settlements between spouses 
were not regarded as taxable gifts if the 
property settlement was incorporated into 
the divorce However, where the 
property settlement was not so incorporated 
but was incident to the divorce decree, there 
was doubt as to whether a gift resulted 
from the transfer to the wife. 


decree. 


Section 2516 of the 1954 Code provides 
that transfers of property by husband and 
wife pursuant to a written agreement rela- 
tive to their marital and property rights or 
to provide a reasonable allowance for the 
support of the issue of the spouses during 
minority will be exempt from gift tax pro- 
vided that divorce occurs within two years 
after entering into the agreement. 


Subchapter C—Deductions 


The only important change of substance 
from the 1939 Code concerning deductions 
appears in Section 2523 of the 1954 Code 
which correlates the marital deduction un- 
der the gift tax with the changes made in 
the marital deduction under the estate tax. 
Thus, Section 2523 enlarges the exception to 
the terminable-interest rule in the case of 
gifts in trust with power of appointment 
in the donee by eliminating the require- 
ment that the transfer be in trust and by 
making it possible for a part of the trans- 
ferred property 
deduction. 


to qualify for the marital 
example, under the 
provisions a transfer to the spouse of a legal 
life estate with an unlimited power to in- 
vade would qualify for the marital deduc- 


For new 


tion if all of the other provisions of the 
section were satisfied. 


ESTATE AND GIFT TAX RETURNS 


The time for filing estate and gift tax 
returns is governed by Section 6075. Estate 
tax returns are still to be filed within 15 
months after the date of decedent’s death. 


However, the time for filing gift tax returns 
has been lengthened one month, to wit, April 15 
following the close of the calendar year. 
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MISCELLANEOUS PROVISIONS 
AFFECTING ESTATE PLANNING 


Basis of property acquired from dece- 
dent.—Section 113(a)(5) of the 1939 Code 
provides that the basis of property acquired 
by bequest, devise or inheritance or by 
the decedent’s estate from the decedent is 
the fair market value of such property at the 
date of the decedent’s death, or at the 
optional valuation date under Section 811(j), 
where such date is elected for purposes of 
estate tax valuation. Section 113(a)(5) 
applies, however, basically to property in 
the decedent’s probate estate includible in 
his gross estate under Section 8ll(a). It 
does not apply to numerous other types 
of disposition which result in inclusion of 
the property for estate tax purposes, such 
as property transferred in contemplation of 
death or property acquired by a surviving 
joint tenant or tenant by the entirety 


Section 1014 of the 1954 Code extends 
the stepped-up basis rule to property ac- 
quired from a decedent by reason of death, 
form of ownership, or other conditions (includ- 
ing property acquired through the exercise 
or nonexercise of a power of appointment), 
if by reason thereof the property is required 
to be included in determining the value of 
the decedent’s gross estate. Thus, all prop- 
erty required to be included in a decedent’s 
gross estate will receive a basis determined 
under this section. The general rule is 
stated as applicable to property in the hands 
of a person acquiring the property from the 
decedent or to whom the property passed 
from the decedent. The rule is subject to 
the limitation that it shall apply only to 
property which has not been sold, exchanged 
or otherwise disposed of before the de- 
cedent’s death by the person to whom the 
property passed from the decedent. Thus, 
in the case of a transfer in contemplation 
of death the basis of the property in the 
hands of the donee who has retained the 
property until the decedent’s death will be 
determined under this section. If, how- 
ever, the donee has disposed of the property 
prior to such 


date, its basis both in the 
hands of the donee and the person acquiring 
it from the donee will be determined with- 
out regard to this section. Where property 
has been so transferred before the death 
of the decedent, the donee’s new basis will 
be the value of the property as at the date 
of decedent’s death (or alternative valuation 
date, if applicable) less the total of his de- 
ductions for depreciation, 


depletion and 


amortization of property received by gift 
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The change in the basis rule is considered to 
eliminate one of the major disadvantages 
of having spouses take title to property as 
tenants by the entirety. It would also tend 
not to discourage the making of gifts in 
contemplation of death because the prime 
deterrent in the past has been an unfavor- 
able income tax basis to the donee. Such 
deterrent has been removed by Section 1014. 

The foregoing rules apply to property re- 
ceived from an individual dying after De- 
cember 31, 1953. 


Distributions in redemption of stock to 
pay death taxes.—Under Section 115(g) (3) 
of the 1939 Code, distributions in redemp- 
tion of a decedent’s stock will not be con- 
sidered essentially equivalent to the distribu- 
tion of a taxable dividend where the amount 
so distributed is not in excess of the death 
taxes imposed because of the 
the value of the stock of the 
corporation for estate tax purposes com- 
prises more than 35 per cent of the value of 
Section 303 of 
the 1954 Code broadens the application of 
this section in several significant respects. 


decedent’s 
death, and 


the decedent’s gross estate. 


It allows stock to be redeemed where the 
value of the stock not only constitutes 35 
per cent of the value of the gross estate, 
but also where it constitutes 50 per cent 
of the value of the net estate. 
deduction allowed for 
will not preclude the 
special redemption provision. 
also (1) includes 
expenses as purposes for which 
stock redeemed, (2) extends the 
time for redemption to 60 days after a de- 


The marital 
estate tax purposes 
availability of this 
The section 
funeral and administration 
one of the 
may be 


cision of the Tax Court concerning the es- 
tate tax liability has become final and (3) 
allows stock of two or more corporations to be 
redeemed if more than 75 per cent in value 
of the outstanding stock of each corporation 
is included in the decedent’s gross estate. 
In order not to preclude the applicability 
of the provision if stock owned by a de- 
cedent is, subsequent to his death, exchanged 
in a tax-free reorganization—for example— 
the section allows the new stock to be re- 
deemed if the old stock qualified. 


Income taxation of life insurance proceeds 
paid in installments.—Section 101 of the 
1954 Code restates the general rule here- 
tofore existing that life insurance proceeds 
paid by reason of the death of the insured, 
whether in a lump sum or in installments, 
is excludable from gross income. However, 
subsection (d) provides that the interest 
element contained in life 


insurance pro- 
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ceeds which are payable (in installments, 
as an annuity, or otherwise) at a date later 
than death shall be taxed to the beneficiary, 
except that the surviving spouse of the 
insured shall be entitled to an annual ex- 
clusion with respect to such interest in the 
amount of $1,000. Previously, the guaranteed 
interest element constituting part of the 
installment payment was completely free 
from income tax. This change will ac- 
cordingly diminish the usefulness of that 
optional mode of settlement as an estate 
tax planning technique. 

This section in no way changes the rule 
with respect to interest received by a bene- 
ficiary under a specific agreement with the 
insurer to pay interest on retained pro- 
which sums continue, as under prior 
law, to be taxable in full without benefit 
of any interest exclusion. 


ceeds- 


Income taxation of annuities.—The 3 per 
cent rule in force under prior law has been 
abolished. Prior law taxed an annuitant on 
the annuity payments he received to the 
extent of 3 per cent of the amount he 
paid for the annuity. Any payments he re- 
ceived above such amount were considered 
to be the return of his capital, and were 
excluded from income taxation until the 
cumulative amount excluded equalled the 
amount he had paid for the annuity. There- 
after, the annuity payments received were 
taxable in full. 


Section 72 of the 1954 Code spreads the 
tax-free portion of the annuity income evenly 
over the annuitant’s lifetime. In the usual 
case, the exclusion will equal the amount 
the annuitant pays for the annuity divided 
by his life expectancy at the time the pay- 
ments begin. The exclusion remains the same 
even though he outlives this life expectancy. 


Any refund paid to a beneficiary at the 
death of an annuitant is to be exempt from 
tax. However, to avoid granting a double 
exclusion, the annuitant’s cost (to be spread 
tax-free over his expected life) is to be 
reduced by the refund anticipated computed 
in accordance with his life expectancy. 

In the case of joint and survivor annuities, 
the cost of the annuity—in determining the 
annual exclusion—is to be spread over the 
combined life expectancy of the annuitants. 
The life expectancies of those already re- 
ceiving annuity payments will be determined 
as of January 1, 1954, and the cost, or con- 
sideration, to be recovered tax-free will be 
reduced by any amounts already recovered 
tax-free under the 3 per cent rule. 

The rule described above applies to pay- 
ments for a fixed number of years, as well 
as to payments for life. Amounts received 
under a paid-up endowment contract also 
will be taxed in this manner where the 
policyholder elects, within 60 days after he 
has the right to receive a lump sum, to receive 
the payments in installments. [The End] 
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action if taxes are not to hinder capital 


maintenance in a period of inflation. 

On the other hand, high taxes can pro- 
vide a positive stimulus to maintenance at 
a level which provides net improvement of 
equipment—capital formation. As already 
noted, outlays which are treated as deducti- 
ble expenses in computing taxable income 
“cost” the firm less than their full amount. 
If the firm by making these outlays can 
build up its wealth (in ways that may 
somehow escape taxation at prevailing high 
rates), there are obvious incentives for 
Maintenance outlays may present 
good opportunities. Many firms will find, 
if they try, that they can deduct as mainte- 
nance costs expenditures which add some- 
thing to the desirability of the property. 
Of course, the funds to pay for such extra 
maintenance may not always be available; 
some businesses have greater opportunities 
to “overmaintain” than and the 
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total possibilities are seldom large as a 
percentage of existing investment. More- 
over, what net investment results may not 
be the form most productive for the econ- 
omy. High taxes lead to wasteful use of 
resources by shifting relatively too much 
into forms permitted as expense deductions, 
but at least some addition to productive 
capacity may result through overmaintenance 


Conclusion 


These varied points have touched upon 
different aspects of a general problem of 
great importance: How can a _ society 
devise a system of collecting taxes that will 
conform to objectives of economic growth? 
The problem has many other phases. They 
call for a vast amount of objective and 
penetrating analysis—for, if one thing is 
clear, present knowledge is inadequate. 


[The End] 
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The Author Discusses Section 1235 of the 
1954 Code and Also Reviews the Law 
As It Existed Under the Code of 1939 


Tax Treatment 


of Sales and Licenses of Patents 


By GIFFORD E. JOSEPH, CPA, Price Waterhouse & Co., Houston, Texas 


( NE of the significant provisions in the 
Internal Revenue Code of 1954 is Sec- 
tion 1235 governing the tax treatment of 
royalties and other proceeds from sales and 
licenses of patents and patentable property. 
In order to properly appreciate the changes 
made by the new Code it will be helpful 
to review the law as it existed 
Internal Revenue Code of 1939. 


under the 


Law Under 1939 Code 


The House of Representatives committee 
report relating to amendment of Section 
117(a) of the 1939 Code by the Revenue 
Act of 1950 provided for the exclusion from 
the definition of “capital assets” all “pat- 
ents, inventions, copyrights, designs; literary, 
musical or artistic compositions; and similar 
property in the hands of either the person 
whose personal efforts created such prop- 
erty or a person deriving a basis for the 
property, for the purpose of determining 
gain, from the person who created it.’’ 
The Senate went along with the House on 
copyrights and copyrightable property but 
refused to exclude patents and patentable 
property. In refusing to exclude patents, 
the Senate committee report stated that 
“your committee believes that the desira- 
bility of fostering the work of such in- 
ventors outweighs the small amount of 
additional revenue which might be obtained 
under the House bill, and therefore the 
words ‘invention’, ‘patent’, and ‘design’ have 
been eliminated from this section of the 
bill.”? Thus, the intent of Congress appears 
a House Ways and Means Committee Rept. 
No. 2319, 81st Cong., 2d Sess., on H. R. 8920 

2Senate Finance Committee Rept. No. 2375, 
8lst Cong. 2d Sess., on H. R. 8920 


Patents 


trade or business. 


to have been that inventors should continue 
to be allowed to treat their inventions as 
capital assets as a financial inducement. 
However, in the recent Kronner case, de- 
cided in favor of the taxpayer, the Court 
of Claims said: “It is not to be inferred from 
this, as the plaintiffs urge, that Congress 
has given its sanction to the proposition 
that in all situations wherein an inventor 
grants to another his patent rights with 
payments to be made on a royalty basis 
that ipso facto the inventor has satisfied 


the exchange or transfer requirement of 
Section 117.”? 


The privilege to treat inventions as capi- 
tal assets was not unlimited. In order to 
receive the cut rates accorded to capital 
gains, the invention was required to be a 
capital asset under Section 117(a)(1) or 
property used in the trade or business under 
Section 117(j). An inventor who devoted 
all or a major portion of his time to develop- 
ing patentable property was classified as a 
“professional inventor,” with the result that 
his inventions fell into the category of 
“property held by the taxpayer primarily 
for sale to customers in the ordinary course 
of business.” Hence, gains realized by a 
“professional inventor” were classified as 
ordinary income. 


In Harold T. Avery, CCH Dec. 12,812, 
47 BTA 538, the Commissioner was sus- 
tained in his contention that the patent was 
held by the inventor primarily for sale to 
customers in the ordinary course of his 
In the Avery case, the 





3 William O'Neill Kronner et al. v. U. 8., 53-1 
ustc § 9235, 110 F. Supp. 730 (Ct. Cls.). 





taxpayer procured 12 patents relating prin- 
cipally to aircraft which were developed 
outside of his regular hours of employment 
over a period of about 17 years. Avery 
contracted for the use of one of his patents 
with a calculating-machine company which 
hired him five months 
engineer. 


its chief 
Six years later, while Avery was 
still employed by the company, he sold and 
transferred the patent to it. 


later as 


held 


been 


In its opinion, the board that al- 
though Avery not have particu- 
larly active in trying to make money out of 
patents, he 


may 
his did endeavor to keep ac- 
quainted with persons working along similar 
lines who were effective in marketing his 
inventions. Hence, what may have been a 
hobby, originally, had blossomed into a trade 
when he held the patents for 
license to others for profit. Since 
the patent was not a capital asset, the gain 
on its sale was held to be taxable as ordi- 
nary mcome. 

In Arthur N 
. 2 tek em- 
ployed to inventions and 
agreed to assign any patents he secured to 
his employer without compensation 
other than as provided in his employment 
agreement, the court held that the patents 
were the exclusive property of the employer 


or business 


sale ofr 


Blum, CCH Dec. 
the taxpayer 
develop certain 


16,514, 


where was 


any 


The payments to Blum were compensation 
taxable as income since under 
established law he had no title in the prop 
erty and consequently had nothing to con- 
vey However, the courts have held in 
several cases that where the taxpayer was 
not a professional inventor, and all the pat 
ents except the particular patent in ques 
tion were transferred to the employers, the 
patent retained was a capital asset.‘ 


ordinary 


the decided indicates 
that in general the courts were inclined to 
take a liberal view towards inventors unde 
the 1939 Code. In one case, a taxpayer 
spent four hours a week in his basement 
working on inventions. He developed four 
devices over a period of 20 years, only one 
of which was sold at a profit. It was held 
that he was not a professional inventer.° 
A similar result was reached where the 
patent sold was the taxpayer’s only inven 
tion” <A similar 


A review of cases 


decision was delivered 


*Cooke, CCH Dec. 14,398(M), 4 TCM 204; 
Curtin, CCH Dec. 15,773(M), 6 TCM 457: Wil- 
liam M. Kelly, CCH Dec. 15,844(M), 6 TCM 646; 
Evans v. Kavanaugh, 49-2 vustc { 9487, 86 F 
Supp. 535; Pike v. U. 8., 51-2 ustc { 9452, 101 
F. Supp. 100 

5’ Hogg, CCH 
and William 
footnote 3 
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Dec. 13,795(M), 3 TCM 212 
O’Neill Kronner et al., cited at 


October, 


where an employee never developed his 
scientific hobby of inventing into a business.’ 
In a recent case, where a consulting engi- 
neer sold several patents, it was held that 
the sales were made merely as an incident 
to his profession and were sales of capital 
assets, notwithstanding the fact that one of 
the inventions was conceived while he 
ill and not employed by any client.* 


Was 


The cases indicate that an inventor with 
a past history of selling patents was to be 
classified as a professional inventor whose 
inventions were stock in trade 
amateur or “hobby” 


whereas the 
inventors with no sell- 
ing history were entitled to the preferential 
capital gain treatment on their inventions. 
the taxpayer to obtain the 
benefits of the long-term capital gains rates, 
it was necessary that the invention be held 
at least six months. In the case of an in- 
vention, the holding period began when the 
invention was reduced to actual practice.’ 


In order for 


It was those patent cases where patents 
were licensed or sold for a contingent con 
sideration that elicited the greatest number 
of opinions from the courts under the 1939 
Code. One of the leading cases involving 
the treatment of an assignment of a patent 
in consideration of 
nual 


certain contingent an- 
Edward C. Myers. In 
the Myers case, the taxpayer, in considera- 
tion of certain annual payments consisting 
of a percentage of net sales of the invention 
(which were denominated “royalties” in the 
agreement), granted to the manufacturer 
an exclusive license to use, manufacture and 
sell the invention. The Commissioner con 
tended that the exclusive license to 
manufacture and sell the invention was a 
mere license and that the annual payments 
or “royalties” received by the taxpayer were 
taxable as ordinary income. In rejecting 
the contention, the court 
went back to a case on patent law handed 
down by the Supreme Court in 1891, Water 
man v. Mackenzie, 138 U. S. 252. In that 
case the Supreme Court indicated that in 
order to constitute an 


payments was 


use, 


Commissioner’s 


assignment, there 
must be a transfer of the exclusive right to 
make, use and sell, regardless of the lan- 
guage used. 

license. It is 


Any lesser grant is a 
immaterial 
called an 


mere 
whether the as- 
exclusive 


signment is license or 


*“ Edward C. Myers, CCH Dec. 14,992, 6 TC 
258 (nonacq.! 

™ Dreymann, CCH Dec. 16,526, 11 TC 153 
See, also, Halsey W. Taylor, CCH Dec. 18,125, 
16 TC 376 

* Pike, cited at footnote 4. 

* Diescher, CCH Dec. 9787, 36 BTA 732, and 
Dreymann, cited at footnote 7. 
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There is a possibility that the 

courts may apply the ‘economic 
interest’’ theory to patent cases and 
find that what once appeared to be a 
sale is not ‘‘absolute,’’ but is in 
substance a mere license because of 
the interest retained in 

the property by the licensor. 


a sale since in 


are conveyed. 


substance the same rights 
However, it is essential that 
all three rights be transferred. In Cleveland 
Graphite Bronze Company, CCH Dec. 16,410, 
10 TC 974, the right to use was not ex 
pressly conveyed and the agreement 
held to be a license resulting in ordinary 
income. But, in the recent case of Allen v 
Werner, 51-2 ustc J 9398, 190 F. (2d) 840, 
where an agreement giving the grantee the 
right to manufacture and sell was ambiguous 
as to whether the right to was also 
transferred, parol evidence was admitted 
to establish that the grantee was also given 
the right to “use” the invention and the 
agreement was held to be a sale rather than 
a license. ‘The court further noted that 
of the nature of the article involved, 
a hydraulic jack, models of which sold in 
a price range of from $2.98 to $30, the right 
to use would be so inconsequential in value 
that the court, seeking the “substance of the 
matter rather than the form,” should dis- 
regard this feature in determining whether 
the inventor has effected a sale rather than 
a license. 

In Federal Laboratories, Inc., CCH Dee. 
15,811, 8 TC 1150, where the agreement 
specifically stated that it was not an assign- 
ment but merely a license, it was held to be 
a license for tax 


was 


use 


because 


purposes 
inconsistent 


This case ap- 
with the Myers 
similar question was before the 
district court recently in Pike v. U. S., 51-2 
ustc § 9452, 101 F. Supp. 100. In the 
Pike case, the agreement provided expressly: 
“This agreement shall be construed as a 
license of the aforesaid patents and not an 
assignment thereof from Pike to Westvaco.” 

In commenting on the 
court said 


pears to be 
case. A 


agreement, the 
“The defendant leans heavily on 
this language. But as to this, it is the oper- 
ating intent of the parties that must control. 
The agreement shows that intent to be that 





” Commissioner v. Celanese Corporation, 44-1 


uste © 9147, 140 F. (2d) 339; Edward C. Myers, 
cited at footnote 6; Kimble Glass Company 1 
Commissioner, CCH Dec. 15,963, 9 TC 183 
Pike, cited at footnote 4 
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Westvaco for the life of the patents should 
not only have the exclusive right to prac- 
tice the processes and to license others but, 
very significantly, the right to enforce the 
patents against others in its own name, re- 
taining as its own any recoveries so ob- 
tained. Thus the operative intent was 
plainly to pass all the rights the plaintiff 
had. A transaction having such an intended 
effect was an assignment of the proprietary 
interest and hence in legal effect a sale.” 
(Italics supplied.) 


The Commissioner contended unsuccess- 
fully in a number of cases that where the 
agreement is terminable at the vendee’s op- 
tion on notice the sale is not absolute and 
the transaction constitutes a licensing agree- 
ment. But these and similar provisions in 
the agreement have been consistently held 
to be conditions subsequent. There is abun- 
dant authority for the proposition that a 
condition subsequent does not transform a 
transaction, which would 
sale, into a license.” 


otherwise be a 


Similarly, the courts have held that the 
manner in which payment was to be made 
to the transferor, whether lump-sum, peri- 
odic payments based on profits or use, or 
periodic fixed installments, was not con- 
trolling as to whether a sale or license has 
been effected. Secause of their frequently 
highly speculative value, owners of patents 
often are forced to sell their rights on a 
contingent basis whereby the sole con- 
sideration to be received is calculated on 
the use or income from the property. Under 
such circumstances, the primary motive of 
the grantor is not to obtain the advantages 
of having his gains taxed at the preferential 
capital gains rates and of spreading his income 
over a period of years, although he does 
receive such advantages. 

Although it was essential that the exclu- 
sive rights in a patent be transferred, it was 
not essential that the entire bundle of rights 
be transferred. In Parke, Davis & Company, 
CCH Dec. 8748, 31 BTA 427, one half of 
the beneficial interest in certain patents 
was assigned and the board held that the 
amounts received in excess of the basis of 
the assets assigned were taxable as long-term 
capital gain. 
one-third 


In another case, an undivided 
interest in a patent which was 
held in trust and sold to a corporation was 
held to be a capital asset.” 





" Walker, 


CCH Dec. 14,807(M), 4 TCM 947. 
See, also, 


Dreymann, cited at footnote 7 





In Kavanaugh v. Evans, 51-1 ustc $9228, U. S., 52-1 ustc 79110, 102 F. Supp. 457. 
188 F. (2d) 234 (CA-6), the gain realized In the opinions in the Taylor and Bloch 
upon the transfer of patent rights to a four- cases, the courts indicated that they were 
wheel brake was held to be capital gain following the Myers decision but made no 
where it was the intention of the parties to reference to Mimeograph Letter 6490. 
enter into a sale, the agreement ran for 
the full length of the patents, and the pay- 
ments were to be made in lump-sum install- 
ments. The taxpayer retained the right to 
manufacture the invention for use and sale 
and provided for transferring this right to 
one other person in the event it was not 
used by him. The court, citing the Water- ro $ } : 
man case, held that the taxpayer's retention “The effect of the instrument is deter- 
of an undivided share of his exclusive patent ™ined by its substance and not by its ap- 
rights did not affect the meaning of the Pellation. If the agreement transfers the 
transfer, taxwise. total rights of the grantor in his patent to 
make, use and vend the invention, it is a 
sale; if it grants less, it is a license. In 
1891, Waterman v. Mackenzie, 138 U. S. 252, 
, so held in an infringement suit de- 
cided long before the establishment of the 
Federal Income Tax in 1913. Decisions 
under the 16th Amendment, treating with 
this question, have consistently adhered to 
the Waterman doctrine. See Myers v. Com- 
missioner ... Designation of the grantor 
as ‘licensor’ and of the grantee as ‘licensee’ 
is not controlling; what was conveyed is. 
Myers v. Commissioner, supra. Installment 
payment, based upon a percentage of earnings 
or sales, if the agreement transfers the total 
rights of the grantor to make, use and vend 
the invention, does not diminish its character 
from that of a sale to that of a license. Com- 

In H. W. Taylor, CCH Dec. 18,125, 16 missioner of Internal Revenue v. Hopkinson 
TC 376, decided subsequent to the issuance [42-1 ustc § 9330], 2d Cir., 1942, 126 F. 2d 
of Mimeograph Letter 6490, the Tax Court 406.” (Italics supplied.) * 
held that assignments of patents and an in- 


In the Bloch case, as in the Myers case, 
the Commissioner contended that designa- 
tion of the parties as “licensor” and “licensee” 
in the agreement, and provision for periodic 
“royalties,” indicated a license rather than a 
sale. In rejecting the Commissioner’s con- 
tention, the court said: 


Shortly after the decision in the Myers 
case, in 1946, the Commissioner announced 
his acquiescence.” However, on March 20, 
1950, in Mimeograph Letter 6490, the Com- 
missioner withdrew his acquiescence, and 
substituted nonacquiescence.” The letter an- 
nounced that for taxable years beginning 
on and after June 1, 1950, payments received 
in consideration of the assignment of a pat- 
ent, or the license of an exclusive right to 
make, use and sell a patented article, were 
to be regarded as providing for the pay- 
ment of royalties taxable as ordinary income 
“if the amounts are payable periodically over 
a period generally coterminous with the 
transferee’s use of the patent,” regardless of 
how the payments were to be measured. 


vention to a previously nonexclusive licensee 
for a nominal cash payment and “upon Law Under 1954 Code 


condition” that royalty payments should The new law governing the tax treatment 
continue to be made in accordance with the of sales and exchanges of patents by indi- 
prior license, was a sale rather than a lease. viduals is contained in Section 1235 of the 
A similar decision was reached in Bloch v. Internal Revenue Code of 1954.¥ Section 


12 1946-1 CB 3. (b) “HOLDER” defined.—For purposes of 

% 1950-1 CB 9. this section, the term ‘‘holder’’ means 

“See, also, Carruthers v. U. 8., 53-1 ust (1) any individual whose efforts created such 
1 9316 (DC Ore.) property, or 

% Sec, 1235., SALE OR EXCHANCE OF PAT- (2) any other individual who has acquired 
ENTS his interest in such property in exchange for 

(a) GENERAL.—A transfer (other than by consideration in money or money's worth paid 
gift, inheritance, or devise) of property consist- to such creator prior to actual reduction to prac- 
ing of all substantial rights to a patent, or an tice of the invention covered by the patent, if 
undivided interest therein which includes a such individual is neither 
part of all such rights, by any holder shall be (A) the employer of such creator, nor 
considered the sale or exchange of a capital (B) related to such creator (within the mean- 
asset held for more than 6 months, regardless ing of subsection (d)). 
of whether or not payments in consideration of (c) EFFECTIVE DATE.—This section shall 
such transfer are be applicable with regard to any amounts re- 

(1) payable periodically over a period gener- ceived, or payments made, pursuant to a trans- 
ally coterminous with the transferee’s use of fer described in subsection (a) in any taxable 
the patent, or year to which this subtitle applies, regardless 

(2) contingent on the productivity, use, or dis- of the taxable year in which such transfer 
position of the property transferred occurred 
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1235(a) provides that a transfer (other than 

by gift, inheritance or devise) by certain 

holders of property consisting of all sub- 
stantial rights to a patent, or an undivided 
interest therein, shall be deemed the sale 
or exchange of a capital asset held for more 
than six months. The transaction is to be 
considered as the sale of a capital asset 
regardless of whether or not payments in 
consideration of such transfer are payable 
over a period generally coterminous with 
the transferee’s use of the patent, or are 
contingent on the productivity, use or dis- 
position of the property transferred.” The 
provisions of Section 1235 are directly contra 
to Mimeograph Letter 6490, in which the 
Commissioner sought to tax contingent pay- 
ments as ordinary income.” 


The provisions of Section 1235 are appli- 
cable to both amateur and professional in- 
ventors, regardless of how often they may 
have sold their patents. The provisions of 
Section 1235 are limited to individuals 
qualifying as “holders” as defined in Section 
1235(b). A “holder” is defined in the Sen- 
ate Committee on Finance report as: 


“ 


. any individual whose efforts created 
the patent property transferred, by which is 
meant the ‘first and original’ inventor (or 
joint inventor) within the meaning of Sec- 
tion 31 of Title 35 the United States 
Code. Individuals not eligible to qualify 
as such ‘first and original’ inventor will not 
qualify under this definition; for example, 
the inventor’s employer may not here qualify, 
even though he may be the equitable owner 


of 


of the patent by virtue of an employment 
relationship with inventor. However, 
your of extending 
the scope of this section to cover (in addi- 
tion to inventors) individuals who 
contribute financially toward the develop 
ment of the invention. Accordingly, para- 
graph (2) of (b) also includes 
within the definition of ‘holder’ any other 
individual who acquired his interest in such 
property in exchange for consideration in 
money or money’s worth (i.e., consideration 
capable of present valuation in monetary 
terms) actually paid to ghe creator prior 
to the time when the invention (to which 
the patent rights relate) is actually reduced 
to practice (as compared to ‘constructive’ 
reduction to practice).” 


1 
tne 


committee desirous 


1S 


those 


subsection 


Purchasers and 


assignees are not “holders” within the statu- 


(Footnote 15 continued) 
(d) RELATED PERSONS.—Subsection (a) 
shall not apply to any sale or exchange between 
an individual and any other related person (as 
defined in section 267(b)), except brothers and 
sisters, whether by the whole or half blood 


Patents 


tory meaning and are 
benefits of Section 1235. 

Section 1235 does not apply to sales 
between related taxpayers as defined in Sec- 
tion 267(b), with the exception of brothers 
and sisters. Sales between the following 
related taxpayers are ineligible for the bene- 
fits of Section 1235: 


ineligible for the 


(1) an individual and his spouse, ancestor 
or lineal descendant; (2) an individual and 
a corporation, more than 50 per cent in 
value of the outstanding stock of which 
is owned, directly or indirectly, by or for 
such individual; (3) two corporations, inore 
than 50 per cent in value of the outstanding 
stock of each of which is owned, directly 
or indirectly, by or for the same individual, 
if either one of such corporations, with 
respect to the taxable year of the corpora- 
tion preceding the date of the sale or 
exchange was, under the law applicable 
to such taxable year, a personal holding 
company or a foreign personal holding 
company; (4) a grantor and fiduciary of 
any trust; (5) a fiduciary of a trust and 
a fiduciary of another trust, if the same 
person is a grantor of both trusts; (6) a 
fiduciary of a trust and a beneficiary of 
such trust; (7) a fiduciary of a trust and 
a beneficiary of another trust, if the same 
person is a grantor of both trusts; (8) a 
fiduciary of a trust and a corporation, more 
than 50 per cent in value of the outstanding 
stock of which is owned, directly or indi- 
rectly, by or for the trust or by or for a 
person who is a grantor of the trust; and 
(9) a person and an organization to which 
Section 501 (relating to certain educational 
and charitable organizations which are ex- 
empt from tax) applies and which is con- 
trolled directly or indirectly by such person 
or (if such person is an individual) by mem- 
bers of the family of such individual. 

Section 1235 not define a sale or 
exchange of patent rights beyond requiring 
that all substantial rights evidenced by the 
patent should be transferred to the trans- 
feree for consideration. The Senate Com- 
mittee on Finance report states: 


does 


“This requirement recognizes the basic 
criteria of a ‘sale or exchange’ «ander exist- 
ing law, with the exception noted relating 
to contingent payments, which exception is 
justified in the patent area for ‘holders’ as 
herein defined. 


To illustrate, exclusive li- 


(e) CROSS REFERENCE.—For special rule 
relating to nonresident aliens, see section 871(a) 

“Senate Committee on Finance No 
1622, 83d Cong., 2d Sess., on H pp 
438-441 

1 See footnote 13 


Rept. 
R. 8300, 
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censes to manufacture, use, and sell for the 
life of the patent, are considered to be ‘sales 
or exchanges’ because, in substantive effect, 
all ‘right, title, and interest’ in the patent 
property is transferred (irrespective of the 
location of legal other formalities 
of language contained in the license agree- 
ment). 
nized 


title or 


Moreover, the courts have recog- 
that an exclusive license agreement 
in some instances may constitute a sale for 
tax purposes even where the right to ‘use’ 
the invention not conveyed to 
the licensee, if it is shown that such failure 
did not represent the retention of a substan- 
tial right under the patent by the licensor. 
It is the intention of your committee to con- 
tinue this realistic test, whereby the entire 
transaction, regardless of formalities, should 
be examined in its factual context to deter- 
mine whether or not substantially all rights 
of the owner in the patent property have 
been released to the transferee, rather than 
recognizing less relevant verbal touchstones. 
The word ‘title’ is not employed because the 
retention of bare legal title in a transaction 
involving an exclusive license may not rep- 
resent the retention of a substantial right 
in the patent property by the transferor. 
Furthermore, retention by the transferor 
of rights in the property which are not of 
the nature of rights evidenced by the patent 
and which not with the 
passage of ownership, such as a security in 


has bee n 


ar¢ inconsistent 


terest (e. g., a vendor’s lien) or a reservation 
in the nature of a condition subscquent (e. g., 
a forfeiture on account of nonperformance) 
are not to be considered as such a retention 
as will defeat the applicability of this sec 
tion. On the other hand, a transfer terminable 
at will by the transferor would not qualify.” 


The provisions of Section 1235 apply to 


any amounts received, or payments made 
December 31, 1953, if the assignment 
or license agreement by virtue of which such 
payments arise would have qualified undet 
Section 1235, regardless of the taxable year 


in which such assignment or license took place 


alter 


The tax consequences of the sale of pat 
ents mn this 
individuals 
“holders,” or 


section is in 
who fail to 
by corporations, 
will be governed by the law in effect prior 
to the enactment of the 1954 Code. If the 
Commissioner continues the pattern he has 
followed in the past, taxpayers not qualify- 
ing under Section 1235, who expect to re- 
capital f 


years to which 


applicable, or 
qualify as 


by 


ceive gain treatment on sales of 

™ See Note, 
Transfer of a Capital Asset,’’ 63 Harvard Law 
Review 853 (1950); Note, ‘‘Taxation of Patents,’’ 


17 George Washington Law Review 482, 490 
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licenses and patents, will probably be forced 
to go to the courts. 

Several writers have indicated the possible 
bearing of mineral rights decisions on the 
question of the taxability of the proceeds 
from sale of a patent for periodic payments.” 
Mineral rights and patents are similar to the 
extent that both are frequently of a specu- 
lative nature and are therefore sold on a 
contingent basis. Furthermore, the Supreme 
Court not decided any patent cases 
although it has decided some mineral rights 
cases involving periodic payments to the 
lessor based on income or production. In 
this connection, it is possible that the “eco- 
nomic interest” theory may be extended to 
cover patent One of the leading 
on this point is Burton-Sutton Oil 
Company, 47-1 ustc J 9244, 161 F. (2d) 558. 
In that case, the Supreme Court held that 
where a transferor of legal title in an oil 
property retained only his right to receive 
50 per cent of the net profits from the prop- 
erty, he had in effect reserved an “economic 
interest” in the oil in place and the transfer 
of the property was a lease rather than a 
sale. It is noteworthy that the Court con- 
sidered that the retention of a right to share 
in the net profits from the property pre- 
vented the sale from being “absolute,” since 
the transferor retained an “economic interest,” 
notwithstanding that legal title to the entire 
property had passed to the transferee. 


has 


cases. 


cases 


If the courts ultimately adapt the “eco- 
nomic interest” theory to patent cases, it is 
difficult to see how it could be applied to 
that portion of Mimeograph Letter 6490, 
providing that fixed “amounts payable peri- 
odically over a period generally coterminous 
with the transferee’s use of the patent,” are 


taxable as ordinary income, since such pay- 


ments are 
the patent. 


not related to income or use of 


Although at first glance the Burton-Sutton 
case appears to be inconsistent with the 
Waterman case, there is a possibility that 
the courts may apply the vague, illusory 
and mystical “economic interest” theory to 
patent and find that what once ap- 
peared to be a sale is not “absolute,” but 
is in substance a mere license because of 
the interest retained in the property by the 
licensor. However, in the large number 
of patent cases decided to date, the courts 
have not as yet injected the “economic in- 
terest” theory; whether or not they will in fu- 
ture cases is largely conjectural. [The End] 


(1949), and “‘Sales of Patents and Copyrights,’’ 
Proceedings of New York University Ninth An- 
nual Institute on Federal Taxation (1951) 
p. 992 
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The Basic Law of Transferee Liability 
Remains Intact Under the New Code but It Has 
Been Extended and Made More Inclusive 


Elements of Transferee Liability 


By HAROLD KAMENS and WILLIAM A. ANCIER 


ben INITIAL REACTION of a tax 
advisor to a current analysis of tax law 
is to query what vitality the analysis has 
in light of the Internal Revenue Code of 
1954.” 

The basic law of transferee liability re- 
mains intact under this new Code, but has 
been extended and made more inclusive.’ 
Section 6901 corresponds to existing law 
in the case of income, estate and gift taxes, 
and it also permits the assessment of the 
liability of a transferee for taxes other than 
income, estate and gift taxes if the trans- 
fer arises from or upon the liquidation of a 
partnership or upon the liquidation, merger, 
consolidation, etc., of a corporation. 


The Code has also been made more 
uniform with respect to the period of limita- 
tion on assessment of transferee liability. 
Heretofore, the period of limitation in the 
prior estate and gift tax law differed from 
the income tax law 
feree. Now the periods are 
made applicable to the different types of 
taxes without discrimination, that is, the 
assessment must be made within one year 
after the expiration of the period of limita- 
tion for assessment against the preceding 
transferee, but not more than three years 
after the expiration of the period of limitation 
for assessment against the initial transferor. 


in the case of a trans- 
assessment 


It must be borne in mind by the reader 
that the above-mentioned provisions did not 
go into effect until the day after the enact- 
ment of the Internat Revenue Code of 1954,’ 


1H. R. 
hower on August 16, 1954. 

2 See House Committee Report on H. R. 8300, 
at page A-422. The writers of this article take 
pardonable pride in the fact that Mr. Kamens 
was given the opportunity to testify before the 
House committee as to his recommendations on 
various aspects of transferee liability 

21954 Code Sec. 7851(a)(7). Sec. 311 of the 
1939 Code was repealed at the same time 


Transferee Liability 


8300 was approved by President Eisen- 


and that during the 
may find himself 
situation which may have come to light 
during the time of the new act, but be 
governed by the laws of the old. 


transition 
confronted 


period he 
with a tax 


While professional tax advisors are gen- 
erally aware of the consequences attendant 
upon nonpayment of taxes, their views are 
usually focused on the person incurring 
such liability. This is to be expected since 
by and large the Commissioner of Interna: 
Revenue proceeds against the originator of 
tax liability for satisfaction of the debt. 
Comparatively little attention is fastened on 
satisfaction of the government’s claim out 
of property owned by a person other than 
the creator of the liability. 

It is the purpose of this article to delve 
into the elements of such transferee lia- 
bility,* and the defenses which may be inter- 
posed to such action. 

$y way of background, the only remedy 
the government had prior to 1926 in col- 
lecting a tax in situations where the tax- 
payer had transferred or disposed of his 
assets, leaving himself unable to meet his 
liability, was to proceed in equity by a 
creditors’ bill against the transferee.’ By 
this proceeding, the government sought to 
impress the property transferred with a 
trust for the payment of the taxpayer's 
debts, under the well-known “trust fund” 
theory.® 

Much 


the trust 


adverse criticism 


fund 


was leveled at 


doctrine, and the govern- 


* See 26 USCA Sec. 311 

5 Of course, if the transferee assumed the 
debts of the transferor, the government could 
proceed at law as a third-party beneficiary under 
this contract. 

*Enunciated by Mr. Justice Story in 1824 in 
Wood v. Dummer, 3 Mason 308. See Cappa 
Manufacturing Company v. U. 8., 15 F. (2d) 528. 


809 





Mr. Kamens (at left) and Mr. 
Ancier are Newark, New 
Jersey attorneys. Mr. Kamens 
was formerly an internal 
revenue agent, Bureau of 
Internal Revenue, Newark. 


ment found, as 


was not 


a practical matter, that it 
worth the effort: The proceeding 
was difficult, protracted and expensive, the 
hope of success slight.’ 

In 1926 a summary and expeditious pro- 
ceeding was made available to the Com- 
missioner of Internal Revenue by permitting 
him to enforce the tax liability against the 
transferee of the assets of a taxpayer in 
the same manner as was provided for the 
assessment and collection of 
tax liability—that is to say, the new law 
enabled the Commissioner to send to the 
alleged transferee a notice of liability and, 
on the other hand, afforded to the trans- 
feree an opportunity either to pay and sue 
for refund in a district court or in the 
Court of Claims or to appeal the deter- 
mination to the then Board of Tax Appeals 
(now the Tax Court).* 


an ordinary 


The original act established a period of 
limitations for assessment against the trans- 
feree of either one year after the expiration 
of the period of assessment or, where the 
period of limitation for assessment against 
the taxpayer expired before the enactment 
of the 1926 act but had been 
made against the taxpayer within that period, 
six years after the assessment against the 


assessment 


taxpayer but not later than one year after 
the enactment of the original act.” 

The 1926 act further provided that where 
the original taxpayer was deceased or where 
a corporation had terminated its existence, 
the period of limitations against the trans- 
feree was that period which would have 
effect had the taxpayer not died 
or the corporate entity not been terminated.” 


been in 


7 See Continental Can Company v. Helvering, 
100 F. (2d) 101; Mertens, Law of Federal 
Income Taxation, Vol. 9, Sec. 53.01. 

8 Sec. 280, 1926 act 

*No new obligation against the transferee 
was created by the statute, but merely a new 
remedy for enforcing the existing liability 
(Phillips v. Commissioner, 2 wustc { 743, 283 
U. S. 589, 51 S. Ct. 608.) 
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Later acts distinguished between an initial 
transferee and the transferee of a trans- 
feree; in the case of the latter, the statute 
of limitations is one year from the expira- 
tion of the period of assessment against 
the preceding transferee, but in no event 
later than three years after the expiration 
of the period of limitation for assessment 
against the original taxpayer.” The burden 
was also imposed on the Commissioner, in 
Tax Court proceedings, of showing that 
the petitioner was liable as a transferee of 
property.” The 1938 act allowed the lia 
bility to be assessed at any time prior to 
the expiration of such period to which both 
the Commissioner and the transferee have 
consented in writing, which agreed-upon 
period could be extended by subsequent 
agreement.” 

It should be pointed out that the trans- 
feree provisions do not constitute the only 
manner of fastening tax liability against a 
transferee; the Commissioner may, if he 
so desires, sue the transferee under the 
trust fund doctrine.* However, in view of 
the fact that all the Commissioner need do 
is send a deficiency letter by registered mail, 
thereby forcing the taxpayer to take certain 
prescribed statutory steps to secure a judi- 
cial determination, it is not surprising that 
this method is used almost to the exclusion 
of a court proceeding against the transferee. 

The initial query which presents itself is: 
“Who is a transferee?” The Code™ states 
this “heir, legatee, devisee 
and distributee,” but the regulations inter- 
pret this definition to include, in 
to those listed in the statute, 


term includes 


addition 
“distributee 


1” These provisions have, 
tinued in the present act. 
" See 1928 act, Sec. 311 

12 1928 act, Sec. 602. 

% Sec. 311(b) (4). 

“™ Hulburd v. Commissioner, 296 U. S 
56 S. Ct. 197. 

8 26 USCA Sec. 311(f) 


in effect, been con- 
See 26 USCA Sec. 311 
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of an estate of a deceased person, the share- 
holder of a dissolved corporation, the assignee 
or donee of an insolvent person, the suc- 
cessor of a corporation, a party to a re- 
organization and all other classes of 
distributees.” ” The Board has handed down 
as a general definition “one who takes the 
property of another without full, fair and 
adequate consideration therefor, to the prej- 
udice of the rights of creditors.” ” 


Having disposed, for the moment, of the 
meaning of the term “transferee,” the in- 
quiry as to what elements of liability must 
be present for transferee liability presents 
itself. It may be said generally that the 
following components must coexist in order 
to fasten transferee liability: 

(1) The transferor must have been liable 
for payment of a tax.” 

(2) The liability in question must have 
accrued prior to the transfer.” 

(3) All reasonably possible remedies against 
the taxpayer must have first been exhausted 
before proceeding against the transferee.” 

(4) The transferee must have received 
from the transferor, whether such trans- 
feror is the original taxpayer in question 
or a transferee himself, assets having value.” 

(5) Such transfer of assets must have left 
the transferor insolvent.” 

(6) The proceedings against the trans- 
feree must have been commenced within 
the statutory period of limitations. 

In making out a prima-facie case under 
the statute, the Commissioner need prove 
only (1) the transfer to the petitioner of 
(2) assets having a certain value, which 
transfer (3) left the taxpayer insolvent, and 
(4) either that he has proceeded against 
the transferor or that 
would be a futile act. 


such an attempt 


The statute expressly relieves the Com- 
missioner, in proceedings before the Tax 
Court, of the burden of proving that the 


% Regs. 118, Sec. 39.311-1 

1 Leetonia Furnace Company, CCH Dec 
23 BTA 979. 

8 Archibald 
5180, 16 
CCH Dee 
(CCA-6); 
BTA 799 

”% Robert C 
BTA 816 

2 Oswego Falls Corporation, CCH Dec. 
26 BTA 60, aff'd, 4 ustc 91311, 71 F. 

2 Willard M. Whitney, CCH Dec 
BTA 212. 

2 Terrace Corporation, CCH Dec. 9941, 37 
BTA 263; Margaret W. Baker, CCH Dec. 8490, 
30 BTA 188, aff'd, 36-1 ustc © 9089, 81 F. (2d) 741 


7080, 


¢ Henry L, Sherrod, CCH Dec. 
BTA 622: Kentucky Oil Corporation, 
6624, 21 BTA 1150, appeal dismissed 
Louis C. Rollo, CCH Dec. 6313, 20 
Rogers, CCH Dec. 4142, 12 
7572, 
(2d) 673 
7600, 26 
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original taxpayer was liable for the tax in 
question.” 

It follows, from the elements of trans- 
feree liability and from what the Commis- 
sioner must prove, that a transferee can 
raise, among others, the following defenses 
to such a summary proceeding: 


(1) The transferor had no tax liability 
or else met the same. 


(2) He is not the beneficial owner of the 
assets transferred to him. 

(3) The tax liability of the taxpayer ac- 
crued after the transfer. 


(4) He paid adequate consideration to 
the transferor for the assets received. 


(5) The statute of limitations has expired. 


Elements of Liability 


Transferor must have been liable.—Since 
the liability of a transferee is secondary 
and not primary, it can be seen that if the 
transferor were not liable, the transferee 
could not be liable. The importance of this 
distinction is illustrated by the leading case 
of Commissioner v. Oswego Falls Corpora- 
tion, 4 ustc § 1311, 71 F. (2d) 673. 

In that matter, the Commissioner at- 
tempted to fasten liability on the Oswego 
Falls Corporation as the transferee of assets 
from three other corporations. The facts 
showed that the alleged transferee was a 
new corporation organized pursuant to an 
agreement of New York 
State in 1922. The assets of the three for- 
mer companies were conveyed to the new 
corporation, which assumed the liabilities 
of each, thereby becoming under New York 
law the primary obligor. 


consolidation in 


In 1925 the taxpayer signed an income 
and profit tax waiver in the name of one 
of the consolidated corporations, wherein 
was stated the period of time within which 
income taxes for prior years might be 


2326 USCA Sec. 1119(a). U. 8. v. 


Rindskop], 
105 U. S. 418, established that the Commis- 
sioner’s assessment is prima-facie evidence of 
the amount due as taxes, and mz.kes out a prima- 
facie case of liability. It may, therefore, be 
stated that as a general rulé the burden is on 
the taxpayer in a Tax Court proceeding. There 
are, however, four exceptions to this rule: (1) 
transferee proceedings, (2) fraud cases, (3) new 
matters pleaded by the Commissioner and (4) 
assessment of a tax within five years after the 
return is filed, whereby liability is invoked 
under 26 USCA Sec, 275(c) on the ground that 
the taxpayer omitted from gross income an 
amount, properly includible therein, which is 
in excess of 25 per cent of the gross income 
stated 
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assessed against the former consolidated 
company. By the terms of the waiver, the 
time for making an assessment for the 
years in question expired on December 31, 
1926. On three successive dates in 1927, the 
Commissioner mailed the taxpayer notices 
of liability. 

As against the taxpayer’s contention that 
the notices were out of time, the Commis- 
sioner argued that since this was a case of 
transferee liability, he had time to file the 
notices until one year after December 31, 
1926. It was held that the taxpayer was 
not a transferee of the property resulting 
from this consolidation, but was the com- 
pany primarily liable under the statute under 
which it was created. Accordingly, the one- 
year extension of the period of limitations pro- 
vided by the Code had no application to 
this taxpayer. The judgment below for the 
taxpayer was affirmed. 

The usual difficulty confronting a trans- 
feree posing the defense that his transferor 
was not liable for the tax is that he must 
fight man’s battle. How can he 
prove his defense by evidential means? 
This obstacle has been solved in part by 
a provision in the Code,” entitling a trans- 
feree, as soon as he has appealed to the 
Tax Court from a deficiency notice, to 
have a subpoena issued requiring produc- 
tion of the transferor’s books, papers, docu- 
ments, correspondence and other evidence. 


another 


It has been suggested by an eminent au- 
thority * that this protection is not enough; 
often the transferor is adverse, and the 
tecords may no longer be available at the 
time of the transferee’s assessment. The 
thought advanced that the transferee 
should also be given the right to examine 
the relevant files and information within the 
possession of the Commissioner. Since the 
ultimate fact to be proved is not the liability 
of the transferee but that of the transferor, 
such recommendation seems only fair and 
in keeping 
ol justice 


was 


with the American traditions 
Inasmuch as the government's case boils 
down to the that the 


of assets to the transferee 


transfer 
fraudulent 
concerned, 
his transferor 


contention 
was 
government 1s 
the transferee that 
United 


insofar as the 
proot by 


did ndt owe the States the tax in 


question resolves all question as to his own 


*% 26 USCA Sec. 1119(b) 

*% Mertens, work and volume cited at footnote 
7, at p. 542 

% Archibald Sherrod and Louis C. Rollo, cited 
at footnote 18; F. Kieser é@ Son Company, CCH 
Dec. 4853, 15 BTA 359. 

7 Robert C. Rogers, cited at footnote 19 
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liability. Certainly, if the transferor was 
not engaged in business or had no assets 
during the period in question, he had no 
income and, consequently, no tax liability; 
such proof exculpates the transferee of any 
liability.” 


Liability must have accrued prior to 
transfer.—This defense was pointed up in 
a recent transferee-liability case, Rosenthal 
v. Allen, 48-1 ustc § 9143, 75 F. Supp. 879. 
Plaintiff's husband had purchased certain 
rental property and conveyed it to her in 
1944 in consideration of love and affection. 
Her only income was derived from this 
property. In 1947 the Commissioner made 
jeopardy assessments against the husband 
and, at the same time, made jeopardy 
assessments against the wife as transferee 
of the assets of her husband for income tax 
deficiencies, penalties and interest assessed 
against the husband for the year 1945. 

The plaintiff-wife promptly filed her peti- 
tion to restrain the assessment and collec- 
tion of the tax, contending the same was 
illegal in that the liability of the taxpayer 
did not accrue until after the time of the 
transfer of the property to her. She was 
subsequently advised by the Commissioner 
of the deficiency, and was later served with 
notice and demand for payment, following 
which warrants for distraint 
for nonpayment 


were issued 

The collector contended that by statute ™ 
a suit such as plaintiff's, to restrain the 
assessment and collection of a tax, could 
not be maintained and, further, that she 
had an adequate remedy at law by paying 
the tax, either voluntarily or under the dis 
traint, and then suing for refund. 

The wife argued that the time for filing 
a petition with the Tax Court for a re- 
determination of the assessment had expired 
pending the present litigation, and her only 
recourse would be to let the property be 
sold under the distraint—the proceeds to 
be applied in payment of the alleged defi- 
ciency—and then to seek recovery in either 
the district court or the Court of Claims 
This, she contended, would be highly in- 
equitable since she would have to sell her 
only fF income in 
the tax liability 


source oft order to contest 


It was held that the collector’s proceed- 


ings should be restrained. Special and ex- 


2326 USCA Sec. 3653(b): ‘‘No suit shall be 
maintained in any court for the purpose of 
restraining the assessment or collection of (1) 
the amount of the liability, at law or in equity, 
of a transferee of property of a taxpayer in 
respect of any income, war-profits, excess-profits, 
or estate tax ‘i 


TAXES —The Tax Magazine 





tenuating circumstances existed which made 
the Code provision inapplicable. Since it 
was patent that the plaintiff's property had 
been received by her prior to the time the 
husband’s liability for 1945 taxes had ac- 
crued, the transfer assessment against her 
was illegal and void. 

Trust Company,” the 
being then robust, set up most of 
his property in an inter trust. He 
died several years later, his estate proving 
insolvent. It was held that the trustees of 
the inter vt trust were not liable as 
transferees for unpaid income taxes, since 
these taxes occurred after the transfer took 
place. A warning note seems to be raised, 
however, by the recent statement that such 
questions are not decided by a “blind refer- 
ence to the calendar.”” It is foreseeable 
that it might be held that a transferee is 
liable for future taxes where the transfer 
had the effect of rendering the taxpayer 
insolvent. 


In Amertcan 
payer, 


tax- 


VIVOS 


All reasonably possible remedies must 
have been exhausted.—It is only just that 
since transferee liability is essentially sec- 
ondary, the government may not proceed 
against the taxpayer until it has exhausted 
all remedies against the person primarily 
liable. However, where it will be obviously 
futile to proceed against the transferor, the 
government may proceed against the trans- 
feree directly. Thus, if a corporation has 
already dissolved, the authorities may pro- 
ceed against its stockholders at once with- 
out being required to go through the empty 
formality of 
poration.” 


proceeding against the cor- 
Similarly, where the transferor is hope- 
lessly insolvent, and obviously cannot pay 
the tax, the government need not sue the 
taxpayer taking action against the 
should be noted in this con- 
that an against the 
transferor does not have to exist prior to 
proceedings against the transferee.” 


before 
transferee. It 


nection assessment 


Transferee must have received assets of 
value.—It goes almost without saying that 
if no transfer of value took place, no trans- 
feree liability can attach. It is not sufficient 

2 CCH Dec. 5718, 18 BTA 580 

%® Henry Hess Company, CCH Dec. 18,359, 16 
TC 1363. 

31 McGowin-Foshee Lumber Company, CCH 
Dec. 6171, 20 BTA 223; Hatch v. Morosco Hold- 
ing Company, 3 ustc { 1004, 61 F. (2d) 944, cert. 
den., 288 U. S. 613, 53 S. Ct. 404. 

3% Coffee Pot Holding Corporation v. 
missioner, 40-2 ustc 9 9574, 113 F. 

3829 F. (2d) 650. 


Com- 
(2d) 415. 
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to prove simply that the business of the 
taxpayer is being continued by the trans- 
feree. In Peoples Industrial Life Insurance 
Company v. U. S.,* the transferor insurance 
company assumed the old company’s obliga- 
tions on death and sick claims, but not its 
taxes. It was ruled that no transferee lia- 
bility existed because no assets had been 
transferred.” 


Transfer must have left transferee in- 
solvent—Where the transferee pays full 
and adequate consideration to the trans- 
feror for the assets transferred, the gov- 
ernment can raise no outcry against the 
transferee nor attach the assets so received 
by him, for, after all, one asset has been 
merely exchanged for another. Thus, where 
one corporation purchased the assets of 
another and gave as consideration for the 
purchase of its own stock, which was equal 
in value to the assets transferred, the pur- 
chasing corporation does not have the status 
of a transferee under the Code, if there is 
present no intent to defraud.” The same 
conclusion is true where the corporation 
purchased assets from an individual.” 


But if the transferor, by the transfer, 
rendered himself insolvent or was insolvent 
at the time of the transfer, the assets can 
be followed into the hands of the trans 
feree.” In such case, the Commissioner 
must establish the value of the transferor’s 
estate prior to the transfer.” It may be 
mentioned in closing that the requirement 
of insolvency raises a sometimes difficult 
question: “When did insolvency take place?” 


Conclusion 


When a client first confronts his tax ad- 
visor with the claim against him of trans- 
feree liability, the advisor should first cull 
the case for prima-facie proof. Since the 
Commissioner invariably will not proceed 
without first having satisfied himself com- 
pletely that assets having value were trans- 
ferred, the tax man must concern himself 
with the remaining two elements the Com- 
missioner must prove in the first instance: 


(Continued on page 847) 


% And see John Hancock Mutual Life In- 


surance Company vv. Helvering, 42-1 usr 
{ 10,178, 128 F. (2d) 745, rev'g 42 BTA 809 

% Metropolitan Securities Corporation, 
Dec. 5912, 19 BTA 299, appeal dismissed, 
CCH { 9255, 51 F. (2d) 1075. 

* Exclusive Prescription 
CCH Dec. 6409, 21 BTA 33. 

* Terrace Corporation and Margaret W. Baker, 
cited at footnote 22 

% Estate of Joseph Nitto, CCH Dec. 17,294, 13 
TC 858 


CCH 
1931 


Pharmacy, Inc., 
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Corporations Contemplating New Financing Should Give 
Serious Consideration to the Use of Registered 
Discount Bonds to Be Issued Before the End of 1954 


Eulogy on Discount Bonds 


Mi ANY CHANGES advantageous to 
i taxpayers are made by the Revenue 
Act of 1954, but the change made in the 
tax treatment of discount bonds is not 
one of them. The fat tax bonanza of corpo- 
rate financing with discount bonds will be 
reduced to a shadow of its former self 
come next New Year’s Day. 


Prior Law 


The bonanza was born in the Revenue 
Act of 1934 as Section 117(f), providing 
that “amounts received by the holder upon 
the retirement of bonds, debentures, notes 
or certificates or other evidences of in- 
debtedness issued by any corporation (in- 
cluding those issued by a government or 
political subdivision thereof), with interest 
coupons or in registered form, shall be 
considered as amounts received in exchange 
therefor.” By this provision, the retirement 
of registered bonds and other obligations 
mentioned became taxable as an exchange. 
Such obligations are generally capital as- 
sets. Since capital gains are gains from the 
sale or exchange of capital assets,’ it follows 
that any gain upon the retirement 
capital gain. 


is a 


Tax Advantages Under Prior Law 


It thus became possible for a corporation 
to issue registered bonds at a discount 
and to deduct the accruing interest each 
year, and for the individual bondholder 
to report no taxable income until retire- 
ment of the bonds. At that time he might 
report the increment as long-term capital 
gain.” 

The 
that 


Treasury 
Congress, in 


contended 
Section 117(f) 


Department 
putting 


1 Old Code Sec. 117(a). 

2? For complete details of this plan, 
author's article ‘‘Tax 
Bonds in Corporate 
June, 1954 
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see the 
Advantages of Discount 
Financing,’’ in TAXEs, 


into the Revenue Act of 1934, meant only 
to convert any actual premium on retire- 
ment to capital gain, but that the portion 
of the increment which was really equiva- 
lent to interest was taxable as interest. 
However, the statute was clear, and the 
courts turned down the Treasury Depart- 
ment’s argument, saying this about the 
intent of Congress in enacting Section 
117(f): “If in enacting or amending this 
section it [Congress] has included within 
the category of capital gains or losses a 
gain such as the one realized by this 
petitioner, we have no alternative but to 
tax it accordingly.” * 


New Law 


Now, 20 years later, Congress changes 
its mind and decides that the portion of 
the increment in value of discount bonds 
which is the equivalent of interest should 
be taxed as interest and only the remainder, 
or actual premium, as capital gain. This, in 
essence, is just what Section 1232 of the 
Internal Revenue Code of 1954 tries to do. 
Thus, the desires of the Treasury Depart- 
ment on this subject are now to become 
law. But—and this will be reiterated later— 
the new provisions are made effective only 
as to bonds issued after December 31, 1954, 
and bonds issued prior to that date are still 
subject to the old law. 

The new section applies to “bonds, de- 
bentures, notes, or certificates or other 
evidences of indebtedness, which are capital 
azsets in the hands of the taxpayer, and 
which are issued by any corporation, or 
government or political subdivision thereof” 
(italics supplied). This is meant to ex- 
clude bonds held by a dealer in bonds, 





October, 1954 @ 


3 George Peck Caulkins, CCH Dec. 13,000, 1 
TC 656 (1943), aff'd 44-2 ustc { 9416, 144 F. (2d) 
482 (CCA-6). 

* New Code Sec. 1232(a). 
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By HASKELL A. KAITZ 
Certified Public Accountant, Boston 


and notes arising from the sale of inventory 
or personal services, which are now spe- 
cifically not capital assets.® 


Advantage Removed 


The new provisions for tax treatment of 
bond discount apply only to bonds or other 
evidences of indebtedness issued after De- 
cember 31, 1954, held by the taxpayer more 
than six months and originally issued at a 
price lower than the redemption price. 
Upon redemption, that portion of the amount 
received which is a recovery of the “original 
issue discount” is to be reported as gain 
from the sale or exchange of property which 
is not a capital asset. A specific method 
of making this computation is provided, 
and will be explained later. 


Definitions 


The “original issue discount” is the dif- 
ference between the issue price and the 
stated redemption price at maturity.’ Pre- 
sumably, if the bond is actually redeemed 
for more than the stated redemption price, 
the excess will be capital gain to the 
bondholder. However, the courts will prob- 
ably require a good business reason for 
retirement at more than the stated redemp- 
tion price. Any price at an optional call 
date is to be ignored in figuring the origi- 
nal issue discount. If the original issue 
discount is not more than one fourth of 
1 per cent times the number of full years 
to maturity, it is to be considered as zero 
for the purposes of this sect‘on. For ex- 
ample, there is no original issue discount 
on a ten-year bond originally sold for 9714, 
and any gain realized by the holder would 


be entirely capital gain if the bond was a 
capital asset in his hands. 

In the case of bonds or other evidences 
of indebtedness registered with the Se- 
curities and Exchange Commission, the 
issue price is the “initial offering price 
to the public (excluding bond houses and 
brokers) at which price a substantial amount 
of such bonds or other evidences of in- 
debtedness were sold.” The phrase “at 
which price a substantial amount of such 
bonds were sold” is meant to preclude 
the possibility of rigging a temporary arti- 
ficial price in order to obtain more favorable 
tax results.* In the case of privately issued 
bonds, the issue price of each bond is the 
price paid by the first buyer of each bond.’ 
The Senate Finance Committee, in its 
report to accompany the new law, suggests 
that taxpayers may avoid future headaches 
by keeping with or on each bond issued 
after enactment of the new law a record 
of the issue price and issue date. 

The price includes all amounts 
paid under the purchase agreement or any 
modification of the purchase agreement, 
such as an extension of the life of the 
certificate. This provision particularly ap- 
plies to so-called face-amount certificates 
or installment trust certificates in which 
the purchaser contracts to make payments 
which will be returnable with an increment 
at a later date. It is also provided that 
the redemption price at maturity will be 
the price as modified through all changes 
(such as extensions of the purchase agree- 
ment) and that it will include any dividends 
which are payable at maturity 


“ 


issue 


The “issue date” of bonds is figured in 
the same way as the issue price, that is, 
the date on which they are first sold to the 
public in the case of bonds registered 
with the S. E. C. If privately sold, it is the 
actual date of sale of each bond by the issuer.” 


Discount Computation Rule 


When a bond is held to maturity by 
its original purchaser, there is no problem 
in determining the portion of the original 
issue discount which is taxable in full: All 
of it is. But in order to provide for cases 
otler than when the’ bond is held to ma- 
turity by the original purchaser, a formula 
is provided. The taxpayer, on selling or 
redeeming a discount obligation, multiplies 





5 New Code Sec. 1221(4). 

© New Code Sec. 1232(a)(2)(A). 

7 New Code Sec. 1232(b) (1). 

* Report of the Committee on Ways and 
Means, House of Representatives, to Accompany 


Discount Bonds 


H. R. 8300 (detailed discussion of the technical 
provisions of the bill). 

* New Code Sec. 1232(b) (2). 

%” New Code Sec. 1232(b) (3). 





the original 
formed by 


issue 
the 


discount by a fraction 
number of tull months 
which he has held the obligation over 
the number of full months in the term 
(issue date to specified redemption date) 
of the obligation. Any gain up to this 
amount is the sale of property 
assets; the balance is 


Zain on 
capital 
long-term capital gain.” 


other than 


For example, suppose that an individual 
pays $70 for a bond on January 1, 1955, 
the original issue date; that the bond has 
a ten-year term; and that it is redeemable at 
$100 on maturity. If he holds the bond to 
maturity, the discount of $30 is fully taxable 
in gross income. 


sells the bond 
Now the bond 


Assume, instead, that he 
on January 1, 1960, for $90 
been held for 60 months of its 120- 
month life. Multiplying the original issue 
discount of $30 by 60/120, $15 of the gain 
is ordinary 


has 


income, and the $5 balance is 
long-term capital gain 


Treatment of Losses 
Any 


demption of 


the 
bonds, 


loss on exchange or re- 
debentures, notes or 
certificates of indebtedness which are capi- 
the 
loss in 


sale, 


holders 
with the 
provisions 


their 
accordance 
and 


tal assets in hands of 
capital 
regular capital 


of the Code. 


is a 


loss 


gain 


Exceptions to New Rule 


Section 454(a) of the Revenue Act of 
1954 continues the old provision allowing 
a taxpayer owning noninterest-bearing ob- 
ligations issued at a discount the option 
of reporting the increment each year as 
Section 1232(a)(2)(C) there- 
fore exempts such previously reported in- 
come from taxable a second time 
as a result of the operation of the discount 
computation rule. The same exemption is 
applied to Series E United States savings 
bonds under Section 454(c) * and to non- 
interest on certain governmental 
obligations under Section 103.” 


taxable income 


being 


taxable 


The new discount computation rule will 
not apply to an individual who purchases 
a discount bond at a premium—a situation 
which could arise due to changes in pre- 
vailing interest rates2* If such a_ bond 


should later return to selling at a dis-ount, 
the rule would again be applicable.” 


Bonds Sold with Coupons Detached 


A special provision of the new law covers 
bonds or other evidences of indebtedness 
purchased with an excess number of cou- 
pons detached.” A bond is considered to 
have an excess number of coupons detached 
if any coupons payable more than one 
year the date of purchase are not 
received by the purchaser. If a bond is 
purchased with an excess number of cou- 
pons detached, any gain on a later sale or 
exchange is ordinary income to the extent 
of the difference between the fair market 
value of the bond with coupons attached 
at the time of purchase and the purchase 
price. To illustrate: Assume that a bond 
is selling for $90 and carries a coupon rate 
of 3% per cent; if the bond is sold with 
three years’ coupons detached, it might sell 
for $80. At any time the purchaser sells 
this bond, he must report the first $10 of 
his gain as ordinary income. The balance 
of the gain will be either ordinary income 
or long-term capital gain in accordance with 
the new discount computation rule previ- 
ously described. 


after 


Change in Registration Requirement 


Under the old Section 117(f), it was 
necessary for a bond either to be in regis- 
tered form or to have interest coupons 
in order to qualify for capital gain treat- 
ment. The new law makes no such restric- 
tion as to other evidences of 
indebtedness issued after December 31, 1954. 


bonds or 


Previously, also, it was possible to put 
unregistered bonds into registered form at 
any time prior to retirement, and the 
bond would not only qualify for capital 
gain treatment, but the holding period 
would still run from the date of purchase.” 
The new law overrules this decision as to 
bonds issued prior to January 1, 1955, 
by providing that they must be in registered 
form as of March 1, 1954, in order to 
qualify for capital gain treatment. 


Still Time for Oid-Law Advantages 


3onds issued before January 1, 1955, are 
not subject to the new discount rule. By 
(Continued on page 822) 





New Code Sec. 1232(a)(2)(A). 

® New Code Sec. 1232(a)(2)(C). 

% New Code Sec. 1232(a)(2)(B) (i). 

% New Code Sec. 1232(a)(2)(B) (ii). 

%* Report of the Committee on Finance, United 
States Senate, to accompany H. R. 8300. 
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% New Code Sec. 1232(c). 
1 Babette G. Lurie v. Commissioner, 46-2 ustc 


79315, 156 F. (2d) 436 (CCA-9), 


rev'g CCH 
Dec. 14,469, 4 TC 1065 (1945). 
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Here Are the Major and Minor 
Changes in Income, Estate and Gift 
Tax Provisions Affecting Aliens 


Aliens and Foreign Corporations 
Under the New Code 


By HENRY SCHNEIDER, Attorney, New York City 


W ITH THE EXCEPTION of a change 
or two in the estate tax and gift tax 
provisions of the new Code, none of the 
more drastic changes effected by the new 
Code relates exclusively to the taxation of 


aliens or foreign corporations. 


The changes to be discussed herein are 
not only those income, estate and gift tax 
changes relating exclusively to aliens or 
corporations, but also changes of 
general application, to the extent that they 


affect aliens or foreign corporations. 


foreign 


Aliens and the Income Tax 


No major changes in the income tax treat- 
ment of aliens have been made. Aliens 
continue to be divided into the categories 
of resident aliens, nonresident aliens en- 
gaged in business within the United States, 
and nonresident aliens not so engaged. The 
last category is further subdivided into 
having United States income 
of up to $15,400 and those having in excess 
of $15,400 of such gross income. No attempt 
has been made in the new Code to introduce 
any definition of No attempt 
has been made in the new Code more com- 
pletely to define “engaged in trade or busi- 
ness within the United States.” 


those gross 


‘“ ” 
residence. 


As heretofore, resident aliens are in gen- 
eral taxable the citizens of the 
United States, that is, on income from all 
sources including sources without the United 
States. Nonresident aliens continue to be 
taxable only on income from sources within 
the United States. 


Same as 


The particular provisions pertaining to 
nonresident aliens are grouped in subpart 


Aliens and Foreign Corporations 


A of Part II of subchapter N of Chapter 
1, subtitle A of the new Code, being Sec- 
tions 871-877 thereof. The provisions as to 
determination of source of income are new 
Code Sections 861-864, grouped in Part 
1 of such subchapter. 

Few substantive changes have been made 
in the particular provisions dealing with 
nonresident aliens. One change is that 
effected by new Code Section 871, which 
enlarges the tax base of nonresident alien 
individuals not engaged in business within 
the United States to include certain gains, 
profits and income which are considered 
gains from the sale or exchange of capital 
assets. The change does not affect gains 
from the sale or exchange of capital assets, 
such as stocks and securities, as distinguished 
from gains considered to be gains from 
the sale or exchange of capital assets. The 
change does affect the gain of a nonresident 
alien individual, not engaged in 
within the United States, who receives 
within one year all distributions payable to 
him from an exempt pension trust on ac- 
count of his separation from service with 
his employer, which gain, under new Code 
Section 402(a)(2), would be considered to be 
a gain from the exchange of a 
capital asset held for more than six months. 
Other gains affected are those covered by 
new Code Sections 631(b) and (c), and 
1231, relating to the disposal of timber or 
coal, and gains covered by new Code Sec- 
tion 1235, relating to gains derived from the 
transfer of an interest in a patent. 


business 


sale or 


Another change is that effected by new 
Code Sections 861(a)(3) and 871, 
broaden the old exclusion 


which 


irom 
gross income of compensation for services 


Code’s 
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pertormed by a 
in the United 
90 days during the taxable year, if the ag 


gregate compensation does not exceed $3,000 
and if the 


alien 
States tor not in 


nonresident present 


excess ot 


services were 
Under 


exemption 1s 


pertormed for a 
sections of 
extended 
per- 
a domestic 


foreign employer such 
the new 


to the 


( ode, the 


case where the 


services are 
formed for a foreign branch of 


employer 


Phe new 
spect to estates 
of Chapter 1, 


with 


statutory with re- 
and (subchapter J 
subtitle A), include specific 


respect to the 


provisions 
trusts 


taxation of! 


provisions 
! 
! 


ionresident alien beneficiaries on distributed 
and currently distributable income 
estate or trust, 


from an 
which largely codify pre- 
existing case law. Sections 652(b), 661(b) 
662(b) adopt the 
and administrative 
trusts are 


and prevailing judicial 
concept that estates and 
only conduits through which 
flows to the thereof, 
except where income is accumulated by the 
trust for future distribution. The 
distributed distributable from 
trusts is expressly declared to 


character in the 


income beneficiaries 
estate or 
and income 
estates or 
have the hands of 
the beneficiary as in the hands of the estate 
or trust. 


Same 


Unless the terms of the governing 
instrument different 
classes of income to particular beneficiaries, 
the amounts distributed or distributable are 
to be treated as 


specifically allocate 


consisting of the same 
proportion of each class of items entering 
into the computation of distributed or 


tributable net 


dis- 
income of the estate or trust 
as the total of each class bears to the total 
distributed or distributable net 


the estate or trust 


income of 


Accordingly, in the resident 
or trust, the distributed or currently 
distributable 
by the estate or trust from sources without 
the United States would not be taxable to 


a nonresident alien beneficiary 


case Ol a 
estate 


estate or trust income derived 


In the case of a 
the distributed or 
eState or 


loreign estate or 
currently 


trust, 
distributable 
trust income (see new Code Sec- 
tion 643(a)(6)), derived by the trust from 
sources within the United States, would be 
taxable to the nonresident alien beneficiary 
if he would be taxable on 
United States 
directly 


such 
had he 
without the interposi- 
trust. 
dent alien beneficiary 


income ol! 


class from 


sources 
received it 
tion of an estate or But the nonresi 
would not be taxable 
on the distributed or currently distributable 
estate or trust income derived by the trust 


from sources without the United States. 
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\s under the old Code, the benefit of 
income-splitting between spouses (with its 
consequent reduction in tax rate), available 
to citizens and resident aliens, is not ex- 
tended to nonresident aliens, who are not 
permitted to file joint returns. (See 
Code Sections 2(a) and 6013(a)(1).) 
benefit of full 
been 


new 
The 
now 
surviving 


income-splitting has 
provided to a qualifying 
spouse for the first two after the 
death of his spouse. This privilege is simi- 
larly denied to nonresident aliens. (See 
Code Sections 2(a) and 6013(a)(1).) 
As under the old Code, the somewhat 
reduced tax rate which is provided for the 
case of an unmarried individual who can 
not qualify for full income-splitting but 
who qualifies as the “head of a household” 
(new Code Section 1(b)), is not available 
to any nonresident alien. New Code Section 
1(b)(4)(A)_ specifically provides that no 
taxpayer shall be considered to be a head 
of a household 


years 


new 


“if at any time during the 
taxable year he is a nonresident alien.” 


One of the principal innovations in the 
new Code is the reduction of double taxa 
tion of corporate earnings by means of two 
related provisions: Section 116, which pro 
individuals a dividend exclusion 
from gross income of $50 of dividend income 


vides to 


received trom a domesti corporation during a 
taxable year ending after July 31, 1954; and 
Section 34, which provides to individuals 
a dividend-received credit against tax im 
an amount equal to 4 per cent of dividend 
income above the exclusion received from 
domestic corporations alter July 31, 1954 
Both the dividend 
dend-received 
resident 


exclusion and the divi 
credit are available to 
individuals who are subject 
to the regular individual income tax but not 
to those whose tax is computed at the flat 
30 per cent rate on 
new Code Section 871(a). 
Sections 116(d) and 34(e).) 


non 


alien 


under 
Code 


ZTrOSS 


income 
(See new 


Another novel provision of general appli- 
cation is new Section 37, which provides 
a limited exemption, by means of a tax 
credit, to all forms of “retirement income.” 
This new section in terms is inapplicable 
to nonresident alien individuals (subsection 


(h) of Section 37). 


Only a few other miscellaneous comments 
are necessary with respect to provisions of 


the new Code 


affecting income taxation 


of aliens. 


The new Code’s provisions with respect 
to withholding of tax on nonresident aliens 
and foreign corporations are contained in 


TAXES —The Tax Magazine 





New Code Section 6316 provides that 
the Secretary of the Treasury, 

at his discretion, may permit the 
payment of taxes in currency of 
foreign countries. 


subchapter A of Chapter 3, subtitle A. Sec- 
tion 7851(a)(1)(B) provides that the pro- 
visions of such subchapter A are applicable 
to payments occurring after December 31, 
1954. One substantive change has been 
made by such subchapter A. The change 
is described as follows in the Senate report 
(page 458) 


“In addition, your committee has amended 
section 1441 to require a withholding agent 
to also deduct and withhold tax in the 
case of a nonresident alien individual or 
partnership falling within section 1441, on 
amounts described in section 402(a)(2), 
631(b) and (c), and section 1235, 
which are considered to be gains from the 
sale or exchange of capital assets. The 
amended section 1441 provides further that 
if the amount oft 


section 


such gain is not known 
to the withholding agent, he shall deduct 
and withhold such amount, not exceeding 
30 percent of the proceeds from such sale 
or exchange, as 
sure 


may be 
that the tax 


necessary to as- 
deducted and withheld 
shall not be less than 30 percent of such 
gain. Thus, if the withholding agent does 
not know the amount of such gain, he is 
required to deduct and withhold a _ tax 
which may exceed 30 percent of such gain, 
but not exceeding 30 percent of the proceeds 
from such sale or exchange, as 
that the tax 


less 


may be 
deducted 
than 30 percent 


necessary to assure 
and withheld is not 
of such gain 


“The effect of the amendment to section 
1441, in the case of a foreign corporation to 
which section 1442 is applicable, is to re- 
quire a withholding agent to also deduct and 
withhold tax of 30 percent on amounts 
described in section 631(b) and (c), which 
are considered to be gains from the sale 
or exchange of capital assets. Section 1442 
automatically makes applicable the qualifi- 
cation of section 1441 that if the amount 
of such gain is not known to the withhold- 
ing agent, he shall deduct and withhold 
such amount, not exceeding 30 percent of 
the proceeds from such sale or exchange, as 
may be necessary to assure that the tax 
deducted and withheld is not less than 30 
percent of such gain.” 


Aliens and Foreign Corporations 


An entirely novel provision in the new 
Code gives partnerships and proprietorships 
possessing certain qualifications the right 
to elect to be taxed as corporations (new 
Code Section 1361). The election is not 
available to a partnership or proprietorship 
if any partner or proprietor is a nonresident 
alien or a foreign partnership (new Code 
Section 1361(b)(3)). 


New Code 6851 continues the 
power in the Secretary of the Treasury to 
terminate the taxable 
departing from the 
sole material 


Section 


year of an alien 
United States. The 
new provision is subsection 
(b), which permits the taxable year, once 
closed by the Secretary, to be reopened. 
As the House report explains (page A421) 
“Subsection (b) will apply, for example, 
in the case of an alien who departs from 
and returns to the United States within 
the 12-month period which would otherwise 
be his taxable year. 
taxpayer 


Under existing law, 
would have more than 1 
taxable year in the same 12-month period. 
This section provides that the taxable year 
shall be reopened if the taxpayer 
true and accurate return of his items of 
gross income, deductions, and credits, to 
gether with such other information as may 
be required by regulations.” Actually this 
result was substantially accomplished prior 
to the new Code by administrative ruling. 


7456(b) of the new Code is a 
new provision, which states that if the Tax 
Court requires any petitioner who or which 
is a nonresident alien individual, foreign trust 
or estate or foreign corporation, to produce in 
court any books or records which are relevant 


such a 


files a 


Section 


to the issues in the case, and which are in the 
possession or control of the petitioner or any 
parent or subsidiary corporation or any other 


entity controlled by or controlling the peti- 
tioner, and if the required books or records 


are not produced or made available for 
inspection or copying, within a reasonable 
time, the Tax Court shall 


strike out the pleadings or 


upon motion 
parts thereof, 
or dismiss the proceedings or a part thereof, 


or render a judgment by default. 


It should be of interest also that new 
Code Section 6316 provides that the Secre 
tary of the Treasury, at his discretion, may 
permit the payment of taxes in currency of 
foreign countries. 


Except as otherwise specifically provided, 
the income tax provisions of the new Code, 
other than relating to 
of tax on nonresident 


those withholding 


aliens and foreign 
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corporations, etc. (Chapter 3 of subtitle A), 
and the special excise tax on transfers to 
avoid income tax (Chapter 5 of subtitle A), 
are applicable with respect to taxable years 
beginning after December 31, 1953, and end- 
ing after the date of enactment of the new 
Code (new Code Section 7851(a)(1)(A)). 


Foreign Corporations 
and the Income Tax 


No major changes in the income tax 
treatment of foreign corporations have been 
made. All foreign corporations continue to 
be taxable only on income 
within the United States. F< 


tions 


from sources 
reign corpora- 
divided into the two 
classes of those engaged in trade or busi- 
ness within the United States, referred to as 
resident foreign corporations, and those not 
so engaged, referred to as nonresident for- 
eign corporations. No 
made in the 


continue to be 


attempt has been 


new Code more completely 
“engaged in 


United 


trade or business 


States,” as applied to 


to define 
within the 
corporations 


As heretofore, resident foreign 


corpora 
tions are subject to income tax at the normal 
tax and surtax rates upon all income derived 
from sources United 
Nonresident corporations are 


ject to income tax only 


within the States. 


foreign sub- 
on “fixed or deter- 
minable annual or periodical” income derived 
from sources within the United States, the 
tax being at the 


cent 


uniform rate of 30 per 
credits, in the 


income tax 


without deductions or 


absence of contrary treaty 


provisions. 


The 


foreign 


particular provisions pertaining to 
than foreign 
personal holding companies are grouped in 
subpart B of Part II of subchapter N of 
Chapter 1, subtitle A of the Code, 


being Sections 881-884 thereof. 


corporations other 


new 


Few substantive changes have been made 
in the particular dealing with 
The only substantive 
changes are those effected in new Section 
881 (specifying the tax on nonresident for- 
eign corporations), which, unlike its prede- 
cessor section, contains no reference to 
New Section 881, like new Code 
Section 871 (dealing with nonresident alien 
individuals not engaged in business within 
the United States), enlarges the tax base 
of nonresident foreign corporations to in- 


prov isions 
foreign corporations. 


treaties. 


clude amounts which are considered gains 
from the sale or exchange of capital assets, 
but only those covered by new Code Sec- 
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tions 631(b) and (c), relating to gains 
derived from the disposal of timber or coal, 


respectiyv ely. 


The provisions of the new Code designed 
to reduce double taxation of corporate earn- 
ings to individuals, namely, the provision 
setting up the dividend exclusion (new 
Code Section 116) and the provision setting 
up the dividend-received credit for indi- 
viduals Code Section 34) are limited 
to situations in which double taxation actu- 
ally occurs. Accordingly, neither the exclu- 
sion nor the credit is allowed with respect 
to dividends paid by foreign corporations. 


(new 


The previous statutory scheme of making 
applicable to foreign corporations provisions 
designed specially to tax corporations used 
to avoid income tax on shareholders have 
been continued without substantial change. 


(See subchapter G of Chapter 1, subtitle A.) 


As heretofore, either a resident or a non- 
resident foreign corporation may be subject 
to the accumulated earnings tax (the suc 
cessor to the old Code Section 102 surtax). 
(New Code Section 532(b).) 


\ foreign corporation, whether resident 
or nonresident, may be either a “personal 
holding company” subject to the tax im- 
posed by Part II of subchapter G (Sections 
541-547), or a personal holding 
company” subject to tax imposed by Part 
II] (Sections 551-557). 
can be 
company” and a 


“foreign 


No foreign cor- 
both a “personal holding 
“foreign personal holding 
company,” because new Code Section 542(c), 
like old Code Section 501(b)(5), provides 
that a foreign personal holding company is 
not a personal holding company. The new 
Code definition of personal holding company 
incorporates in the Code itself a new pro- 
vision (Section 542(c)(10)), expressly ex- 
cluding certain other foreign corporations 


poration 


from the personal holding company category 


which the old Code in terms did not ex- 
clude, but which the regulations thereunder 
(Regulations 118, Section 39.500-1(b)), did 
specifically exclude; that is, a foreign cor- 
poration whose gross income from United 
States sources is less than 50 per cent of its 
total income and all of whose out- 
standing stock during the last half of its 
taxable year is owned by nonresident alien 
individuals. 


gross 


No change has been made in the general 
plan whereby each “United States share- 
holder” of a foreign personal holding com- 
pany is required to include in his income 
his proportionate share of the company’s 
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income. Very few changes have been made 
in the specific provisions relating to foreign 
personal holding companies. Under new 
Section 552 an exemption from the foreign 
personal holding company tax is provided 
with respect to certain corporations or- 
ganized and doing business under the bank- 
ing and credit laws of a foreign country, 
if the Secretary of the Treasury or his 
delegate finds that 
not organized or 


the corporations were 
availed of for the pur- 
pose of evading or avoiding United States 
income taxes on their shareholders. Note 
should also be taken of the provisions of 
new Code Section defining “undis- 
tributed foreign personal holding company 
income.” New Code Section 342 retains 
the special short-term capital gain treatment 
previously prescribed by the last sentence 
of old Code 115(c), with respect 
to gain realized by a shareholder upon liqui- 
dation of certain foreign personal holding 
companies. The rigorous requirement of 
monthly and other information returns by 
officers, directors and 50 per 


556, 


Section 


cent share- 
foreign personal holding com- 
panies is retained without material change 
in new Code Section 6035. 


holders of 


Several additional special provisions with 
respect to foreign 
been retained: 


corporations have also 


New Code Section 367 is derived from, 
and corresponds in function to, Section 
112(i) of the old Code, in defeating the 
tax-avoiding f 
foreign 


transfer to a 
having as one of its 
principal purposes the avoidance of United 
States income tax on previously unrealized 
appreciation in capital New Sec- 
tion 367, like its predecessor, removes the 
application to 


purpose otf a 
corporat ion 


assets. 
such a transfer of those 
provisions of the Code which might other- 
wise limit or eliminate the recognition of 
gain on such transfer. The special excise 
tax on such transfers made to avoid income 
tax, previously imposed by old Code Sec- 
tions 1251-1254, is retained in new Code 
Sections 1491-1494 (Chapter 5, subtitle A). 

New Code Section 6046 retains with no 
material change the old Code’s provisions 
with respect to special information returns 
as to the 
foreign 


formation or reorganization of 
Specific provisions 


as to the time for filing such returns (and 


corporations. 


also returns as to foreign personal holding 
companies) have been dropped in the new 
Code. Instead, the time for filing such 
returns is to be prescribed in regulations 
under new Code Section 6071. 


Aliens and Foreign Corporations 


Aliens and the Estate and Gift Taxes 


Subtitle B of the new Code imposes the 
estate and gift taxes. Chapter 11, consisting 
of Sections 2001 to 2207, imposes the estate 
tax. Chapter 12, consisting of Sections 2501 
to 2524, imposes the gift tax. 


As heretofore, for estate tax and gift tax 
purposes, aliens are divided into the two 
main categories of residents and nonresi- 
dents. No definition of “residence” for 
estate or gift tax purposes has been supplied 
by the new Code. Resident aliens continue 
to be subject to estate tax and gift tax in 
exactly the same manner as citizens. Ac- 
cordingly, the main difference between estate 
and gift taxation of resident aliens and of 
nonresident aliens is that the resident alien 
is taxable not only on property situated in 
the United States, but also on property 
situated outside the United States (except 
that the estate tax never extends to real 
property situated outside the United States). 


Subchapter B (consisting of Sections 2101 
to 2106) of Chapter 11 contains the estate 
tax provisions applicable to estates of non- 
resident aliens. As under the old Code, 
there is no marked subdivision for estate 
tax purposes of nonresident aliens into those 
engaged in business in the United States 
and those not so engaged, although there 
continue to be certain specific property 
transfers that are nontaxable in the case of 
nonresident aliens not engaged in business 
within the United States. 


As above stated, the estate tax on non 
resident aliens is imposed upon the transfer 
of only the portion of the estate that was 
situated within the United States (new 
Code Section 2103). Particular rules for 
determining the situs of property have been 
laid down in some estate tax treaties. Other- 
wise, under the old Code the 


generally 
applicable rules for determining 


situs ap- 
peared in one estate tax statutory provision 
and more extensively in the Regulations. 
The estate tax statutory provision was one 
which specified merely that stock in a 
domestic corporation was deemed situated 
within the United States regardless of where 


the certificates were located. The Kegula- 


tions added that stock in a foreign corpora- 


tion was to be considered situated Within 
the United States if the certificates were 
physically located in the United States. 
The new Code also contains no provisions 
concerning the determination of situs of 
property except a provision treating with 
the situs of stock. New Code Section 2104 
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that stock in a domestic 
corporation is deemed to be situated in the 
United States, 
certificates are How- 
this former 
rule in the case of stock in a foreign corpo 
rdtion. Such stock cannot be deemed to be 
property within the United States even if 
the certificates are physically located in the 
United States. The House report gives the 
following reason for this change (page 92) 


retains the rule 


irrespective of where the 
physically 


section 


located 


ever, changes the 


conforms to the tax 
United States has 
many countries 


“This rule 
tions the 
with and removes any 
deterrent to the use of United States bank 
and trust companies as depositories.” 

New Code Section 2102, which continues 
the credits 
death 


' 
prior 


conven 


entered into 


against 
taxes, gift 


estate tax tor state 


and estate tax on 


contains a 


tax, 
transters, irom 
in that it is provided that there 
shall be no credit for death taxes 
vhere the value of the taxable estate does 
not exceed $40,000 


change 
prior law 


State 


New Code Section 6091 provides for the 
fixing by regulations of the place for filing 
estate tax returns of nonresident aliens 

The foregoing constitutes the few ma 


terial changes made by the new Code in 


respect of estate tax 


The provisions of the new 
Code are applicable with respect to estates 
of decedents dying after the date of its enact 
ment (new Code Section 7851(a)(2)(A)) 

With respect to gift tax, the new Code 
contains one much more far-reaching change 
Under the old Code there was no marked 
subdivision for gift tax non- 
resident aliens into those engaged in busi 
ness in the United States and those not 
Gift tax imposed upon 

nonresident aliens, of property 
within the United States. New 
Code Section 2501 in effect subdivides non 
resident 


provisions 


eState tax 


purposes of 


so engaged. was 
gifts, by 


situated 


liens into those engaged in busi 


ness in the United States and those not so 
engaged. This new section provides that in 
the case of nonresident aliens who are 
engaged in business in the United States, 
gift tax is imposed with respect to gifts of 
property (tangible or intangible) situated 
in the United States. In the case of nonresi- 
dent aliens not so engaged, the gift tax is 
imposed only with respect to tangible prop- 
erty situated in the United States. The 
reason for such change is stated as follows 
in the House report (page 93): 


“The tax on gifts of nonresident aliens is 
easily avoided if the donor merely moves 
the property from the United States to a 
foreign country and makes the gift there. 
Thus, the chief effect of imposing the gift 
tax with respect to gifts of intangible prop- 
erty by nonresident aliens has been to deny 
United States financial institutions business 
as depositories for property which non- 
resident aliens can keep outside the United 
States if they intend to make gifts. More- 
over, once the property is from 
the United States it is not returned since 
the donees fear that bringing property back 
to the United States result in the 
imposition of a gift tax.’’ (Italics supplied.) 


New Code Section 2511(b) parallels the 
change in the estate tax made by new Code 
Section 2104 by retaining the rule that stock 
in a domestic corporation 
situs in the 


removed 


would 


” 


shall be treated 

United States 
irrespective of where the certificates are 
physically located and making a change 
in the rule in respect of stock in a foreign 
corporation so that such stock shall not be 
treated as having a situs in the United 
States even if the certificates are physically 
located in the United States. 


as having a 


The gift tax provisions of the new Code 
are applicable with respect to the calendar 
vear 1955 and all subsequent calendar years 
(new Code Section 7851(a)(2)(B)). 

[The End] 


EULOGY ON DISCOUNT BONDS—Continued from page 816 


specific provision of the new law, the re- 


March 
1, 1955, is still to be 
exchange, as it was under 
the old law, provided that the bonds are 
issued with interest coupons or in registered 
form.” 


tirement of bonds issued between 
1, 1954, and January 
considered an 


This being so, there is still time for any 


corporation to take advantage of the tax 


4% New Code Sec. 1232(a) (1) 
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bonanza which will expire on December 
31, 1954, that is, to obtain favorable long- 
term capital gain treatment for holders 
of registered discount bonds issued before 
December 31, 1954. 
contemplating 


Any corporation now 
financing should give 
serious consideration to the use of regis- 
tered discount bonds to be 
the end of the year 1954. 


new 


issued before 
{The End] 
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The ‘‘Immediacy Test'’ and a Shift 
of the Burden of Proof Are 
Two Changes Made by Section 531 


The Accumulated Earnings Tax 


By ROBERT S. HOLZMAN, Professor of Taxation, 
New York University Graduate School of Business Administration 


HE YOUNGSTER who ts called “Junior” 

may find when he is 90 that his family 
and friends still call him “Junior.” The 
mop-haired lad who is dubbed “Curly” may 
still be addressed by that name long after 
his pate is completely baid. And the oldster 
who long ago was a temporary justice of 
the peace will still be hailed as “Judge.” 
So it is with the subject of this article. 
The Internal Revenue Code of 1954 may 
speak of Section 531; but to thousands of 
tax practitioners who were weaned on the 
law between 1934 and 1954, the 
will be thought of for years to 
Section 102. 

Section 531 differs 
more than numbering 
it should be noted that this is no longer 
the surtax unreasonable accumulation 
of surplus; it is now the accumulated earn 
ings tax After the Ways and Means 
Committee had drafted Section 102 in 1934; 
the Senate Finance Committee emphasized 
the fact that it surtax. “A surtax 
is imposed to remove any doubt of the right 
of Congress to include in the income subject 
to the tax the interest from partially tax- 
exempt The acts 
the of securities exempt the 
interest therefrom from all income taxa- 
tion, except surtaxes and excess and war- 
profits taxes. This section, rewritten 
by your committee, makes it clear that this 
tax is a surtax at graduated rates, which 
can be imposed upon such interest.”* That 


subject 
come as 
from Section 102 
At the very start, 


mn 


on 


WaS a 


securities authorizing 


issue such 


as 


Congressional doubt appears to have been 
eliminated. 


The surtax on unreasonable accumulation 
of surplus was represented by one section 
of the Code, 102; the accumulated earn 
ings tax covered in the Code 
Sections 531 to 537, inclusive. 


The 


is new by 
rates of tax are unchanged: 
per cent of the first $100,000 accumulated 
taxable income and 38% per the 
amount in excess of $100,000 

Section 531 differs from Section 102 of 
the Internal Revenue Code of 1939 in the 
following other respects: 


27, 


cent on 


(1) The burden of proof is shifted to the 
Secretary of the Treasury or his delegate 
(the Commissioner of Internal 
under certain circumstances. 

(2) The “immediacy test” has 
been eliminated from the requirements of 
retained surplus 


Revenue ) 


SO-¢ alle d 


(3) An accumulated earnings credit has 
been provided. 


(4) The provisions for the computation 
of the tax have been simplified. 


The applies only to the 
amount of surplus unreasonably accumulated 
by the corporation 


(6) A dividend paid after the close of 
any taxable year and on or before the 
fifteenth day of the third month following 
the close of that year will be considered as 
having been paid during the taxable year. 


(5) tax now 





1See the following pertinent articles by Dr 
Holzman which have appeared in this magazine: 
“Impact of the War's End on Section 102” 
(January, 1946), p. 24; ‘‘What’s New in ‘102’?"’ 
(February, 1947), p. 101; ‘‘Helvering v. National 
Grocery Company” in the ‘Tax Classics’’ series 
(April, 1948), p. 360 


Accumulated Earnings 


2Ways and Means Committee Report, 734d 
Cong., 2d Sess., H. Rept. 704, p. 26. 

*Senate Finance Committee Report, 
Cong., 2d Sess., H. Rept. 704, p. ‘ 

* Code Sec. 563 


73d 





Burden of Proof 


According to Section 534, a corporation 
may, upon receipt of notice of a proposed 
deficiency with respect to the accumulated 
earnings tax, file a statement of the grounds 
(together with sufficient indicate 
the the statement) on which the 
corporation relies to establish the reason- 
“Tf the tax- 
payer submits such a statement within the 
proper time, the burden of proof will be 
upon the Government as to whether the 
accumulation is in excess of the reasonable 


facts to 
basis for 


ableness of the accumulation. 


needs of the business. If the taxpayer does 
not file such a statement, it must bear the 
burden of proof as under [the Inter- 
nal Revenue Code of 1939]. In addition, if 
the taxpayer presents grounds in its state- 
ment which are not supported by the facts 
in the statement, the burden of proof with 
respect to these grounds must be borne by 
the taxpayer. If the Secretary or his dele- 
gate fails to give the taxpayer notification 
prior to the 
ficiency, 


issuance of a notice of de- 
the Government must bear 
the burden of proof even though the tax- 
payer has filed no statement.” * 


then 


One must not fall into the error of think- 
ing that the burden of proof has 
shifted categorically to the secretary. 


been 
The 
corporation must file a timely statement of 
its reasons for retention upon receipt of 
notice of a proposed deficiency; but this 
statement is exactly what would have had 
to be the had 
proposed a deficiency under Section 102: 
that is, the corporation would be 
upon to explain its retention of 
statute would “make the taxpayer 
show his hand.”* It is true that the secre- 
tary now has to upset the validity of the 
taxpayer's statement; but unless the state- 
ment is well acceptable 
reasons, the secretary will be able to sustain 
his burden of proof. As to what consti- 
tutes an acceptable reason, it would appear 
that the substantial bulk of the case law 
built up under the old 102 is still 
the criterion, burden of 


‘ 


provided if Commissioner 


called 
surplus, 
as the 


documented by 


Section 
that the 
proof may have been shifted and the 


except 
‘imme- 
diacy test” is no longer required to be met 
by the corporation. The secretary does not 
have to “carry the ball” as he would if the 
burden of proof were really shifted in its 
entirety to the government. What actually 

5 Senate Finance Committee Report, 83d 
Cong., 2d Sess., S. Rept. 1622, p. 71. 

®* United Business Corporation of America v. 
Commissioner, 3 vustc { 1039, 62 F. (2d) 754 
(CCA-2, 1933). 
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will happen is that the corporation will be 
called upon to advance its arguments and 
then the secretary will be free to attack 
them. The corporation will still have the 
burden of defending its arguments. 


Immediacy Test 

Under the so-called “immediacy test” 
that was applied to Section 102, there had 
to be an immediate need for the funds in 
order to justify the retention of earnings. 
In some cases the surtax was applied even 
though the corporation had definite plans 
for expansion and the bona fides of the 
program was not in question. 
Thus, in World Publishing Company v. U. S., 
a publishing company needed additional 
facilities, and a reserve was set up at the 
expense of the customary dividend policy. 
The surtax on unreasonable accumulation 
of surplus was deemed to apply, as “It 
is agreed that at the time these reserves 
were set up the contemplated improvements 
could not be made on account of the war. 
No one knew when they would be made. 
It was reasonable to assume that a num- 
ber of years ensue. During this 
time further earnings could, no doubt, 
be expected. While it is not required 
that the reserves be spent in the year in 
which they are created, so long as there 
is a need for the expenditure, the fact that 
they could not have been spent for a num- 
ber of years during which additional earn- 
ings might be expected, in the light of the 
taxpayer’s financial history, is a relevant 
factor to be considered. There is 
nothing in the picture to indicate that these 
profits would not continue or even increase.” 


expansion 


would 


To the same effect was Colonial Amuse- 
ment Corporation,” where the court noted 
that “at no time during the taxable years, 
or thereafter to the date of hearing, was 
petitioner justified in reasonably concluding 
that its plans could be carried out.” 

537 this situation by 
providing that “For purposes of this part, 
the term ‘reasonable needs of the business’ 
includes the reasonably anticipated 
of the Where there exists a 
definite plan for the investment of earnings 
and profits, the corporation need not neces- 
sarily consummate these plans in a rela- 
tively short period after the close of the 
taxable year; but where the future 
of the business are uncertain or 


Section changes 


needs 


business.” 


needs 
vague, 


748-2 ustc 7 9346, 169 F. (2d) 186 (CCA-10). 


* TC memo. op., Dkt. No. 13257, 


entered July 
27, 1948, 7 TCM 546. 
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or the plans for the future use of the ac- 
cumulations are indefinite, the 
does not prevent application of 
cumulated earnings tax. 


new law 
the ac- 


Accumulated Earnings Credit 
“Accumulated taxable income,” accord- 
ing to Section 535(a), is the amount which 
is subject to the accumulated earnings tax; 
basically, this is a combination of the 
adjustments that had been required in com- 
puting “section 102 net 
distributed 
the old law. 
income is the 
poration 


income” and “un- 
section 102 net under 
The taxable 
taxable income of the 
applying the adjustments 
provided in subsection (b),° minus the sum 
of the dividends paid deduction as defined 
in Section 561 and the accumulated earnings 
credit 

The accumulated earnings credit is an 
amount by which $60,000 exceeds the ac- 
cumulated earnings at the close of the 
preceding taxable year, reduced by the 
dividends paid after the close of that pre- 
ceding taxable year in accordance 
Section 563. The accumulated 
credit also includes the portion, if 
the earnings profits of the 
which are retained for the 
needs of the business. “The 
allowance of the minimum credit shall not 
in any way create an inference that ac- 
cumulations in excess of $60,000 are unrea- 
sonable in relation to the needs of the 


income” 
accumulated 

cor- 
after 


with 
earnings 

any, of 
and current 
taxable year 


reasonable 


” 10 


business. 


Where additional corporations are formed 


for the 
minimum 
disallowed 


purpose of additional 
may be 


“unless such transferee corpora- 


obtaining 


credits, these credits 
tion shall establish by the clear preponder- 
ance of the evidence that the securing of 
such exemption or credit was not a major 
purpose of such transfer.” ™ 


Computation of Tax 
Certain provisions relating to the 
putation of the 


com- 


accumulated earnings tax 


*‘‘Minus adjustments’’ are: federal income 
taxes and income, war profits and excess profits 
taxes of foreign countries and possessions of 
the United States (to the extent not allowable 
as a deduction under Sec. 164(b)(6)) accrued 
during the taxable year; charitable contribu- 
tions to the extent that they had been disal- 
lowed under the percentage limitations of Sec. 
170(b)(2); losses from sales or exchanges of 
capital assets during the taxable year which 
are disallowed as deductions under Sec. 1211(a); 
the excess of the net long-term capital gain 
over the net short-term capital loss for that year 
(determined without regard to the capital loss 
carry-over provided in Sec. 1212) minus the 


Accumulated Earnings 


have been revised and simplified in the 
Internal Revenue Code of 1954. The for- 
eign tax credit is now allowed in determin- 
ing the amount subject to this tax. The 
corporation is now given credit for divi- 
dends paid not later than the fifteenth day 
of the third month following the close of 
the taxable year; this change should aid 
corporations which make distribution shortly 
after the close of the taxable year on the 
basis of their financial position at the end 
of the year. 


The alternate capital gains tax is to be 
deducted as a tax rather than deducted as 
a part of the long-term capital gains tax. 


Part of Retention May Be Reasonable 


“Your committee has provided that this 
tax is to be imposed only on the amount 
unreasonably accumulated because it 
no justification for imposing a penalty tax 
on accumulated earnings to the extent that 
the earnings were needed in the business.” ” 


sees 


In determining the portion, if any, of the 
earnings and profits for a taxable year 
that may be retained for the reasonable 
needs of the business, the amount of the 
earnings and profits accumulated in prior 
years is to be taken into account. 


Under the old Section 102, the imposi- 


tion of surtax was upon an all-or-none 
basis; surplus was reasonably retained or 
Under the new law, that part 
of the surplus which is reasonably retained 


will be 


it was not. 


eliminated from any tax base. 
Factually, the answer to this question may 


tie in to the immediacy test. 


General Critique 


Superficial examination of the accumulated 


earnings tax may leave tax practitioners 
The 


teeth of Section 102 have not been removed 
from Section 531, with certain exceptions. 


with a false sense of complacency. 


(Continued on page 847) 


taxes imposed by this subtitle attributable to 
this excess; the deduction described in Sec. 601 
(relating to bank affiliates). ‘‘Minus adjust- 
ments’’ are not allowed for: the special deduc- 
tions for corporations provided in part VIII 
(except Sec. 248) of subchapter B (Sec. 241 and 
following, relating to the deduction for divi- 
dends received by corporations, etc,); the net 
operating loss deduction provided in Sec, 172; 
the capital loss carry-over provided in Sec. 1212. 

” Senate Finance Committee Report, 83d 
Cong., 2d Sess., S. Rept. 1622, p. 317. 

1t Code Sec. 1731. 

2 Senate Finance 
Cong., 2d Sess., S 


Committee Report, 83d 
Rept. 1622, p. 72. 
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The Author Doubts That the New Law 
Will End the Confusion as to the Tax Status of 
Meals and Lodging Furnished an Employee 





b ihe~ CONGRESS has attempted some 
clarification of an  often-controversial 
enacting Section 119 of the 
Internal Revenue Code of 1954, which be 
August 16, 1954, applicable 
to taxable years beginning after December 
31, 1953, and after the date oft 
enactment which, officially, is the date the 
President signed the law 


question in 
came law on 


ending 


Section 119 reads 


“Section 119. Meals or lodging fturnished 
tor the convenience of the employer 


“There shall be excluded from gross in 
come of an employee the value of any meals 
or lodging furnished to him by his em 
ployer for the convenience of the employer, 


but only if 


“(1) in the case of meals, the 
furnished on the 


meals are 
business premises of the 
employer, o1 


“(2) in the case of lodging, the employee 
is required to accept such 
premises of his 
condition of 


lodging on the 
business employer as a 


his employment 


“In determining whether meals or lodg 
ing are furnished for the convenience of the 
employer, the provisions of an employment 
contract or of a State statute fixing terms 
of employment shall not be 


of whether the 


determinative 
meals or lodging are in 


tended as compensation.” 
This interest not 


general, but 


section 1s otf only to 
to employers 

particularly to so-called public-type institu 
This 
inherent problems 
created by the necessity of applying various 
other sections of the tax laws, such as 
pertaining to duty to withhold in 
come tax (Sections 1621, and following, of 
the Internal Code of 1939 and 
Sections 3401, and following, of the Internal 
Revenue Code of 1954); the Federal Insur 
Act (Sections 1400, and 


October, 


taxpayers in 


tions such as schools, hospitals, etc 


is so because of the 


those 


Revenue 


ance Contributions 
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Meals or Lodging Furnishedi¢, 


following, of the Internal Revenue Code 
of 1939, particularly Section 1426, and Sec 
tions 3101, and following, of the Internal 
Revenue Code of 1954, particularly Section 
3121); and the Federal Unemployment Tax 
Act (Sections 1600, and following, of the 
Internal Revenue Code of 1939, particularly 
Section 1607, and Sections 3301, and follow- 
ing, of the Internal Revenue Code of 1954, 
particularly Section 3306) 


The report of the Committee on Ways 
and Means of the House of Representatives 
which introduced H. R. 8300 containing Sec 
tion 119 as first written, but later amended, 
indicated that this section as written by 
the House committee was designed to end 
the confusion as to the status of meals and 
lodging furnished an employee by his em- 
ployer. The section as passed by the House 
before amendment read 


“Section 119. Meals or lodging furnished 
tor convenience of employer 
“There shall be excluded 


income of an employee the 
meals or 


irom gross 
value of any 
lodging furnished to him by his 
(whether or not 


compensation) but only if- 


employer furnished as 


“(1) Such meals or lodging are furnished 
at the place of employment, and 


“(2) the employee is required to accept 
such meals or lodging at the 
employment as a 
ployment.” 


The Ways and Means 
report discussing the proposed Section 119 
as originally submitted 


“Under law meals and lodging 
have been held to be taxable to the em- 
ployee unless they were furnished for the 
convenience of the employer 


place ol 
condition of his em 


Committee on 


stated 


present 


Even in such 
cases, however, they would not be excluded 
from the gross income of the employee if 
there is any that 
tended to be compensatory. 


indication they are in 


Fe or example, 
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School of Law, University of Kansas City 


under present law it has been held that 
the value of meals and lodging are includible 
in the employee’s income, even where they 
are furnished for the convenience of the 
employer, if there is an indication that 
the meals and lodging were taken into 
account in establishing the salary paid. 


“Your committee has adopted a provision 
designed to end the confusion as to the 
tax status of meals and lodging furnished 
an employee by his employer. Under your 
committee’s provision these meals and lodg- 
ing are to be excluded from the employee's 
income if they are furnished at the place 
of employment and 
quired to accept 
employment as 
ment.” 


the employee is re 
them at the place of 
a condition of his employ 


Passing now to the Senate Finance Com 
mittee report, as it Section 119 
House, it reads 


relates to 
as passed by the 


“J. Meals and Lodgqing (sec. 119) 


“(1) House changes accepted by committee 


“Under present law meals and lodging 
have been held to be taxable to the em- 
ployee unless they were furnished for the 
convenience of the employer. Even in such 
cases, however, they would not be excluded 
from the 
if there is any 


income of the 
that they are 
For example, 


held that 


gross employee 
indication 
intended to be compensatory 
under present law it has 

the value of meals and lodging are in 
cludible in the employee’s income, even 
where they are furnished for the conveni- 
ence of the employer, if there is an indica 
tion that the meals and lodging were taken 
into account in establishing the salary paid 


“The House and committee has 
adopted provisions designed to end the 
confusion as to the tax status of meals 
and lodging furnished an employee by his 
employer. Under both bills meals and 
lodging are to be excluded from the em 


been 


your 


Meals or Lodging 


ditor Convenience of Employer 


ployee’s income if they are furnished at the 
place of employment and the employee is 
required to meet certain othe: 
specified below. 


conditions 


“(2) Changes made by the committee 


Your committee believes that the House 
provision is ambiguous in providing that 
meals or lodging furnished on the em 
ployer’s premises, which the employee is 
required to accept as a condition of his 
employment, are excludable from income 
whether or not furnished as compensation. 
Your committee has provided that the basic 
test of exclusion is to be whether the 
meals or lodging are furnished primarily 
for the convenience of the employer (and 
thus excludable) or whether they were 
primarily for the convenience of the em 
ployee (and therefore taxable). However, 
in deciding whether they were furnished 
for the convenience of the employer, the 
fact that a State statute or an employment 
contract fixing the 
ment indicate the 
intended as 
determinative. This means that employees 
of State institutions who are required to 
live and eat on the premises will not be 
taxed on the value of the meals or lodging 
even though the State statute 
the meals and lodging are 
employee’s compensation.’ 


terms of the employ 
lodging are 


compensation is not to be 


meals or 


indicates 
part of the 


It is to be noted that the version of the 
law as finally passed differs from the first 
version, in that there is substituted the 
convenience of employer test as the funda- 
mental criterton, plus the added 
requirement, in 


separate 

the case of lodging, that 
is required to accept such 
lodging on the premises as a condition of 
employment. 


the: « mployee 


There are therefore, basically, two re- 
quirements for meals and three for lodg- 
ing, as follows Meals: (1) 
the convenience of the 


furnished for 
employer; and 
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(2) furnished on the business premises of 
the employer. Lodging: (1) furnished for 
the convenience of the employer; (2) fur- 
nished on the business premises of the 
and (3) the circumstances of 
the employee's acceptance of the lodging as 
a condition of his employment. 


employer; 


At this point it might be well to examine 
what it is that the House and Senate were 
both attempting to clarify. Under the state 
of the law and regulations prior to enact- 
ment of the present Section 119, if a person 
received compensation for services in the 
form of a salary and, in addition thereto, 
living quarters or meals, the value of such 
meals and quarters constituted income sub- 
ject to tax (Regulations 118, Section 39.22 
(a)(3)), with a further provision that if 
living quarters or meals are furnished to 
employees for the convenience of the em- 
ployer, the value thereof need not be added 
to compensation 


Under Mim. 6472, 1950-1 CB 15, effective 
January 1, 1949, the Bureau of Internal 
Revenue (now the Internal Revenue Serv- 
ice) ruled that the “convenience of the 
employer” rule was primarily an adminis- 
trative test to be applied when the character 
of the benefits as compensation could not 
be determined otherwise. The Bureau further 
ruled that where a civil-service employee 

employed by a state at an institution— 
was provided quarters and food, the value 
of which was considered part of his com- 
pensation under the applicable state law, 


said value was to be 


taxable 
This position, it 
seems, was adopted despite the fact that 
the employee was required to live at the 
institution and be available for duty at any 
time. 


considered 
income to the employee 


Various cases have been litigated involv- 
ing years prior to the issuance of the 
above-cited Mim. 6472 in 1950, based in 
part at least on the earlier, more liberal, 
view of the Bureau of Internal Revenue 
prior to 1949. Among these are Benaglia, 
CCH Dec. 9802, 36 BTA 838, involving 
the case of a hotel manager continuously 
on duty, where it was held that the room 
and board were furnished for the conven- 
ience of the employer, and not as additional 
compensation. Apparently, a suite of rooms 
and meals were furnished at the Royal 
Hawaiian Hotel in Honolulu. A_ some- 
what similar result, in part, was reached 
in the decision in Ellis, CCH Dec. 14,949, 
6 TC 138, in which case an apartment was 
furnished to a hotel The apart- 
ment was held to be partly in compensation 
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for services—and partly not in compensa- 
tion, since it was furnished for the con- 
venience of the employer—with the result 
that the value of the apartment was held 
to be in part taxable income and in part 
not taxable income. Among other decisions 
which involve years prior to 1949 are a few 
such as McCarty, Executor v. Cripe, 52-2 
ustc § 9437, decided by an Indiana district 
court in 1952, affirmed without discussion 
of this point, in 53-1 ustc § 9198, 201 F. 
(2d) 679. This case concerned quarters in 
an apartment hotel occupied 
ployee who was a manager available to 
tenants on a 24-hour basis. The court held 
the quarters not to be taxable. 


by an em- 


Mixed results were reached in Carmichael, 
et al.. CCH Dec. 16,397(M), 7 TCM 278. 
In this case the question involved was 
whether the value of living quarters occu- 
pied by persons employed at a government 
housing project, McLean Gardens, was tax- 
able income. It was held that the value 
of the quarters was income except as to 
two employees. Of these, one was required 
to be on call 24 hours a day; in the case 
of the other, because of her age and her 
inability to get to and from the place of 
employment, it was held that residence 
in the apartment was a necessary part of 
her employment. 


Decisions handed down since the Com- 
adopted the more strict rule 
mentioned above in Mim. 6472 include 
Joseph L. Doran, CCH Dec. 20,043, 21 TC —, 
No. 43, involving the years 1949 to 1951, 
and Oscar K. Diamond and Helen J. Dia- 
mond v. Sturr, Collector, 53-2 ustc § 9629, 
116 F. Supp. 28, involving 1949, and now 
pending on appeal before the Second Cir- 
cuit Court of Appeals. 
the decision 


missioner 


In the Doran case 
was for the government. It 
seems that plaintiff was the employee of 
a South Carolina state educational institu- 
tion. He was required to be on duty, it 
seems, on the grounds 24 hours a day. 
(uarters furnished to him which, 
under the law, were treated as an 
addition to the basic compensation for the 
job. The Tax Court was not willing to 
apply the ,convenience-of-employer theory. 


were 
State 


In the Diamond case, above, the plaintiff 
Diamond was resident psychiatrist at Wil- 
lard State Hospital in New York, was re- 
quired to reside on the grounds, and was 
furnished food, lodging and maintenance. 
His salary covered by a state law 
which provided that the food, lodging and 
maintenance furnished would be treated as 
part of the compensation. 


was 


The value of 
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If the tests of Section 119 are met, 
it would appear that employers 
have no duty to withhold on the value 
of meals and quarters furnished. 


food, lodging and maintenance was com- 
puted by the state in calculating the amount 
of income tax to be withheld. The trial 
court held that the value of the food, 
lodging and maintenance was taxable in- 
come, and declined to follow the rule that 
they were furnished for the convenience 
of the employer and, therefore, nontaxable. 


It seems to the writer that, putting fact 
situations similar to the Diamond case under 
the glass of Section 119, such situations 
would produce no taxable income to the 
employee in respect to the value of meals 
and lodging, provided that both were fur- 
nished to the employee on the 
premises of the 


business 
employer and that the 
employment contract specified that the em- 
ployee must accept the lodging on the busi- 
ness premises as a condition of employment, 
and provided further that the lodging and 
meals were actually furnished on the busi- 
ness premises for the convenience of the 
employer. This would appear so 
the wording of any state statute 
which the employee might be paid. 


despite 
under 


It is the writer’s personal opinion that 
the Senate version of the bill, which is 
what ultimately prevailed, does not do as 
much to clarify the problem, since under 
it you still have the question of whether 
the meals or lodging were furnished for the 
convenience of the employer, which has been 
the very issue in a number of decided 
cases. The House version would have pro- 
vided a clear-cut rule, which might have 
left an opportunity for some tax avoidance 
but, in any event, it probably would have 
cleared the air considerably, at least in the 
situations described below. 

This leaves open the broad type of ques- 
tion such as applies to nonpublic workers, 
such as apartment hotel 
agers; workers on airlines and 
truck lines; janitors; restaurant employees; 
lumberjacks; and similar 
viduals might receive 
quarters, to some extent. 


Managers; math- 


railroads, 


types of indi- 
meals and/or 
It would appear 


who 


that if a clearly worded type of employ- 


ment contract were utilized, 
specify that the meals 
to be furnished by 
business 


which 
and quarters 


would 
were 
the employer on the 
premises for the convenience of 


Meals or Lodging 


the employer, that the employce would 
be required to accept the quarters as a 
condition of employment, and the meals 
and/or quarters would be actually fur- 
nished on the business premises, or one of 
them, and if it could be demonstrated that 
both items were actually furnished for the 
convenience of the employer, such meals and 
quarters would not be taxable income to 
the employee, irrespective of what the type 
of job is. 


Let us now examine the situation as to 
the furnishing of meals and quarters where 
the conditions of Section 119 are not met. 
This leaves open the “good question” of 
whether the furnished meals and lodging 
constitute income in the first place within 
the meaning of Section 22 of the Internal 
Revenue Code, now rewritten and renum- 
bered Section 61 of the Internal Revenue 
Code of 1954. It would appear that, judged 
by this standard—rather than by the tests 
heretofore applied by the Commissioner in 
Regulations 118, Section 39.22(a)(3) and 
Mim. 6472, 1950-1 CB 15, and by the courts 

there would be very few instances where 
the furnishing of meals and quarters could 
not be constitutionally taxed as income 
(if consideration exists), and in fact would 
not be income under the broad scope of 
Section 22 of the Internal Revenue Code 
of 1939 and Section 61 of the Internal Reve- 
nue Code of 1954 (see Surrey and Warren, 
Federal Income Taxation (1953), page 92; 
William Vickrey, Agenda for Progressive 
Taxation (1947); Martin, CCH Dec. 11,770, 
44 BTA 185; Van Rosen, CCH Dec. 18,635, 
17 TC 834; Dean v. Commissioner, 51-1 ustec 
{ 9237, 187 F. (2d) 1019; Kessler, CCH Dec. 
10,649, 39 BTA 646). In other words, it 
would appear that, to escape taxation, the 
meals and lodging must either be brought 
under Section 119; in fact be a gift and, 
therefore, nontaxable; or be brought under 
some regulation issued by the 
sioner in the discretion 


Commis- 
that he has in 
attempting to administer the law. 


The this article is too limited 
to scrutinize all of the aspects of this 
situation closely. It is further to be noted 
that this article does not attempt to portray 
any particularly original views on the sub- 
ject. However, the 
believed to 


scope ot 


above discussion is 
and to highlight the 
basic problems, past and future. It is to 
be noted that the law as enacted is silent 
on the collateral phases of the problem, 
relating to duty to withhold, duty to make 
contributions under the Federal Insurance 
Contributions Act and duty to make pay- 
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ment under the Federal 
Tax Act. Brief mention 
of these problems here. Under the prior 
law, Regulations 120, Section 406.207(a), 
pertaining to withholding, follows in gen- 
eral Regulations 118, Section 39.22(a)(3), 
relating to income tax. However, the effect 
of the above-mentioned Mim. 6472, 1950-1 
CB 15, on the doctrine of convenience of 
employer must be considered. It appears 
that for the withholding, the 
employer, under the Internal Revenue Code 
of 1939, should have considered that the 
same rules applied in determining his duty 
to withhold as applied in determining 
whether the employee had taxable income 
Consequently, it follow that in 
the case of the employer, Section 119 as 
enacted would determine the duty to with- 
held under Section 3401, and following, of 
the Internal Revenue Code of 1954, although 
it does not specifically, in so many words, 
apply to the determination of what is wages 
or income for the purposes of withholding. 


Unemployment 
should be made 


purposes ot 


seems to 


Consequently, if the tests of Section 119 
are met, it would appear that employers 
have no duty to withhold on the value of 


meals and quarters furnished. Since the 


section as finally enacted did not adopt an 
absolute criterion, but only 


an interpreta- 
tive criterion, as a matter of conservatism, 
it would seem that the employer should in 
close cases either withhold or, if in doubt, 
request a written ruling from the Commis- 
sioner or from the district 
ternal revenue, as the 
cover the situation 


director of in- 
case may be, to 


Passing now to the matter of duty to 
make contributions under the Federal insur 
ance Contributions Act, we make reference 
to Treasury views, etc., relating to the 
Internal Revenue Code of 1939 as it covers 
this tax. In keeping with views set out in 
Regulations 128, Section 408.226(a), Mim 
1944 CB 550, and the decided case 
of Pacific American Fisheries v. U. S., 138 
F. (2d) 464—in which case the 
stated, at “The 
lodging sustenance 
tuted a very substantial 
remuneration’ —it would 
of food 


5657, 


court 
value of the 
furnished consti- 
portion of this 
that items 
lodging provided employees, 
important in value compared to 
the total compensation, would be classified 
as wages subject to tax in their fair market 
value For example, the value of meals 
provided for restaurant employees and of 
lodging provided for hotel employees and 


page 465 
and 


seem 
and 
relatively 


employees on ships or at isolated locations 
appears to have heen classed in the past as 
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va4 © 


wages subject to tax within the meaning of 
Section 1426 of the Internal Revenue Code 
of 1939 (see citations referred to above). 

The question then is: How does Section 
119 affect the situation, or does it affect it? 
On principle, apart from the regulation, in- 
terpretations, decisions, etc., it would seem 
that even though Section 119 strictly speak- © 
ing applies only to the determination of 
income for income tax purposes, proper 
administration would call for the application 
of the same principles to the determination 
of what constitutes wages within the mean 
ing of the Federal Insurance Contributions 
Act, although this view is possibly contrary 
to the view of the court in Pacific American 
Fisheries, mentioned above. Consequently, 
it would appear that if the conditions of Sec- 
tion 119 are met as outlined earlier in the 
article, the value of such items furnished 
ought to be (but not necessarily will be) 
excluded from the wage base of the FICA 
tax. However, conservative practice on the 
part of the employer would seem to call 
for the following of past practice, as the 
employer had worked it out with the Internal 
Revenue Service, or for requesting a ruling 
from the Commissioner or district director 
of internal revenue, as the case may be, 
until such time as the Commissioner formally 
clarifies his views on the subject 


With reference to the application of the 
Federal Unemployment Insurance Tax Act 
(Section 1607 of the Internal Revenue Code 
of 1939, and Section 3306 of the Internal 
Revenue Code of 1954), it that in 
general the same rules for calculating tax- 
ability of food and quarters provided in 
kind have been applied under the Internal 
Revenue Code of 1939 as 
plied in determining 
the Federal Insurance Contributions 
and probably will be applied 
Internal Revenue Code of 1954 
ments 


seems 


have 
taxable 


been ap- 
wages under 
Act, 
under the 
The com- 
relative to FICA 
therefore, appear pertinent. 


made above tax, 


There is 
however. 


a further problem to be noted, 
As is well known, the federal law 
relating to unemployment insurance tax is 
integrated with the 
states, relating 


laws, of the various 
to unemployment compen- 
contributions, and the laws of the 
various states are not believed to be neces- 
sarily the same as the federal] law in their 
provisions relating to the wage basis of the 
acts. Consequently, it is conceivable that 
areas of conflicting interpretation could 
arise, producing different results under the 
federal law compared with the state laws 
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The Recent Niles Decision Represents 


a Gain in Simplicity in the Application of 


the Stamp Tax Statute, Says the Author 


The Stamp Tax Controversy 
and Commercial Bank Term Loans 


By ROBERT E. KRONEMYER, Attorney, Ross & O'Keefe, Chicago 


| * the 1954 Internal Revenue Code, as 
represented by Public Law 591, Eighty 
third 
has made no 


Congress, Second Session, Congress 


attempt to clarify Sections 
1800 and 1801 of the old Internal Revenue 
Code, relating to the application of the 
documentary stamp tax to notes and de 
Instead, Section 4311 of the 1954 
imposes a tax on all 


bentures 
Code “certificates of 
indebtedness” issued by a corporation, such 
certificates Section 4381 


and also in 


being defined by 


as “bonds and debentures.” 
cluding “all 


issued by 


instruments, however termed, 
a corporation with interest coupons 
or in registered form, known generally as 
corporate securities.” Thus, the storm of 
controversy created seven years ago by the 
landmark Second Circuit 
in General Motors Acceptance Corporation v 


Higains'* 


decision of the 


promises to continue unabated until 
final disposition of the question, either by 
Congress or the United States Supreme Court 

On May 14, 1947, the 
cuit in the GMAC case 
bentures” a 
were difficult 
promissory notes ofr 
securities 


Second Cir 
held taxable as “de 


series of instruments 


which 
to classify as either ordinary 
traditional corporate 
Until 1947, ordinary promissory 
notes 


were considered 


because of the 


exempt trom taxa 
repeal of the tax on 
promissory notes by the Revenue Act of 
1924* On the other hand, Section 1801 of 
the old Internal Revenue Code imposed the 


documentary stamp tax on “bonds, deben- 


tion 


1 General Motors 
Higgins, 47-1 ust 
(CCA-2), cert. den., 
1947) 

2 Revenue Act of 1924, Sec. 1100, 43 Stat. 352 
(1924). In 1924, the Bureau of Internal Revenue 
held that an instrument which, on its face 


Acceptance Corporation v 
{ 9252, 161 F. (2d) 593 
332 U. S. 810 (October 27, 


was 
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tures, or certificates of indebtedness issued 


and all instruments, 
however termed, issued by any corporation 


by any corporation, 
with interest coupons or in registered form, 
known generally as corporate securities 

” The GMAC case was the first in a 
series of conflicting decisions in the lower 
federal courts involving the application of 
the stamp tax to hybrid instruments diff 
cult to classify under the traditional di 
chotomy of promissory note and corporate 
security under Section 1801 of the old Code 


In the meantime, certain aspects of this 
controversy as it relates to the application 
of the documentary stamp tax to commer 
cial bank term loans appear to have been 
clarified by the recent decision of the Court 
of Appeals for the Second Circuit in Niles 
Bement-Pond Company v. Fitzpatrick” — In 
distinguishing its earlier decision in the 
GMA( Second Circuit held that 
the promissory notes delivered by the tax 
payer to a 


case, the 


commercial bank 
subject to the 


were not 
“debentures” documentary 


Stamp tax 
with 


This decision has been awaited 
considerable interest by tax 


as well as by 


practi 
tioners, corporate borrowers 
and lending institutions, because the Second 
Circuit was in a unique position to dispel 


the confusion concerning the taxable status 
of commercial bank term loans. This circuit 
decided the GMAC case, which formed the 
basis for the present documentary stamp 
tax policy of the Internal Revenue Service 
primarily a promissory note was not subject to 
stamp tax (1950 CCH Standard Federal Tax 
Reports { 2833.55). 

’ Niles-Bement-Pond Company v. Fitzpatrick, 
53-1 ustc {§ 9385, 112 F. Supp. 132 (DC Conn.) 
rev'd, 54-1 ustc § 49,038 (CA-2, May 5, 1954) 
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Inasmuch as the territorial jurisdiction of 
this circuit embraces New York City, where 
a great amount of corporate financing is 
done, its opinions seem to have exerted a 
controlling influence upon the policy of the 
Service with respect to documentary stamp 
taxes. 


‘ Background of Controversy 


In 1924, when Section 1801 of the Old Code 
was enacted im substantially its present 
form, the ordinary promissory note with- 
out interest coupons and not in registered 
form evidenced short-term commercial loans 
made by banks to corporations in the ordi 
nary course of business.‘ It is probable 
that Congress had this type of instrument 
in mind when it repealed the tax on promis- 
sory notes in 1924.° 


has 


Since 1924, however, 


a revolution occurred in 


corporate- 
financing 


market. 


practices and in the securities 
The period since 1924 wit- 
nessed the development of federal-securities 
regulation, the tremendous increase in the 


has 


size of institutional investors and the evolu- 
tion of new forms of corporate financing.® 

radical 
and the 


In view of these 


changes, the 
federal courts have 
been faced with the problem of applying 
the old Code to new types of 
instruments for which the 
guage was never designed. 
twenty two of the 


Commissioner 


corporate 
statutory lan- 
During the past 
significant de- 
velopments in corporate financing practice 
have been the bank “term 
loan” and the “private placement” of securi 
ties with institutional investors. Most of the 
GMAC line of involved 
ments representing “term 


years, 


commercial 


cases have instru- 
either 


“private placements.” 


loans” or 


The phrase “term loans” encompasses all 
commercial bank pur- 
poses with a maturity of one year or more.’ 
These loans are 
positors of the 
deavor 


loans for business 


customarily 
bank s, 


made to de- 
and the banks en- 
to keep the maturities as short as 


possible, varying anywhere 


Irom one year 


to ten years. The interest payable is deter- 

*In the periods 1898-1902 and 1914-1924, there 
was a documentary stamp tax on both formal 
securities and promissory notes In 1924, the 
tax on promissory notes was repealed. See 30 
Stat. 458, 459 (1898), repealed, 32 Stat. 97 (1902); 
38 Stat. 753 (1914), as amended, 42 Stat. 301 
(1921), repealed, 43 Stat. 352 (1924) 

5’ See 65 Congressional Record 3279 (1924) 

* See Loss, Securities Regulation, pp. 400-403, 
and McCormick, Understanding the Securities 
Act and the 8. E. C., pp. 294-295. According to 
the seventeenth annual report of the SEC, the 
volume of unregistered corporate’ securities 
known to have been offered for cash sale in the 
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mined by the current prime rate, with some 
graduated increase in the case of longer- 
term loans. The loans are generally pro- 
tected by loan agreements, restricting to a 
certain extent the borrower’s fiscal activi- 
ties. Also, the bank looks to repayment of 
these loans from the liquidation of inven- 
tories in the normal course of business. The 
making of such loans is generally within 
the province of the loan department, as 
distinguished from the investment depart- 
ment, of the bank. 


In view of the substantial size of many of 
these loans, it is customary practice for 
the bank to allocate certain portions of the 
loan among other participating banks. No 
brokers are involved and no commissions 
are paid in connection with the making of 
the loan. The note is generally in the ordi- 
nary promissory form, typed on plain white 
paper or printed on the usual form of the 
bank, and it refers to or incorporates the 
terms of the loan agreement. The note is 
not offered or issued for sale to the banker 
nor to the public at a negotiated price. There 
is generally no understanding that the note 
has been acquired or will be held by the 
bank in its investment account or for in- 
vestment The note meet 
the formal requirements of a negotiable 
instrument, but lacks liquidity and 
marketability.” 

This type of lending 
tremendous importance in the economy 
both during and since World War IIl—and 
during the Korean “police action.” With 
the outbreaks of World War II and the 


Korean many industrial concerns 


purposes. may 
ready 


has become of 


action, 


became involved in furnishing supplies to 
the government. 
required for their fulfillment the borrowing 


[hese supply contracts 


of larger amounts of temporary working 
capital, and for more extended periods of 
time. Industrial 
banks engaged in 


to be 


customers ot 
war 
continuing 


commercial 
disliked 
maturities in- 
herent in the former practice of short-term 
borrowing, and also wished to be relieved 
of the uncertainty as to whether or not such 


such work 


faced with 


fiscal year ended June 30, 1951, for the account 
of issuers, amounted to $3,953,000,000, as com- 
pared with $2,957,000.000 of registered securi- 
ties 

*See Jacoby and Saulmer, 
Business (1942), Vol. 2, p. 
‘Term Lending to 


Term Lending to 
15; Holthausen, 
Business by Commercial 
Banks in 1946,’ 33 Federal Reserve Bulletin 
598 (1947); Prochnow, ‘‘Bank Liouidity and 
Anticipated Income,'’ 4 Journal of Finance 298, 
305 (1949) 

* All of the commercial bank term loans in- 
volved in the GMAC line of cases possessed most, 
if not all, of these characteristics 


TAXES—The Tax Magazine 





loans would be renewed. In addition to 
industrial and mercantile corporations, pub- 
lic utilities and other large business enter- 
prises have also engaged in this type of loan 
transaction.” Similarly, insurance com- 
panies and investment institutions have 
made this form of loan, but not to the same 
extent as have commercial banks. 


“ 


3y “private placement” is meant all di- 
rectly negotiated financing between a cor- 
poration and institutional investors, including 
insurance companies, pension funds, uni- 
versities, investment trusts and fraternal or- 
ganizations.” In most cases, the negotiations 
connected with this type of corporate bor- 
rowing are carried on directly between the 
borrower or issuer and the insurance com- 
panies or other institutions. Each pur- 
chaser participating in the financing enters 
into a separate contract with the issuer and 
agrees to take for investment. As in the 
case of “term loans,” the notes are usually 
regulated by a loan agreement similar to a 
bond indenture, which, to protect the lender, 
restricts the borrower’s business operations. 
In most cases, a provision is made that the 
notes can be exchanged for marketable se- 
curities in smaller denominations.” The 
loan agreement frequently recites that the 
lender intends to hold the note as an invest- 
ment. Although the notes may be in the 
form of traditional securities, about half 
of all recent private placements have been 
in the form of plain promissory notes.” 

This technique grown up largely 
since the passage of the Securities Act of 
1933. Although it has been asserted that 
private placement developed 
of the desire of security 
the delays, costs and liabilities of registra- 
tion for public distribution under the Se- 
curities Act, it is difficult to determine to 
what extent this assertion is valid, in view 


has 


has because 


issuers to avoid 


* Although none of the litigated cases has 
involved public utilities, many of the concerns 
have paid the documentary stamp tax on their 
commercial bank term loans under protest, 
and have refund claims pending. 

” See Corev, Direct Placement of Corporate 
Securities (1951), p. 3; Conklin, ‘‘Direct Place- 
ment,’’ 6 Journal of Finance 85, 88 (1951); 
Privately Placed Securities—Cost of Flotation 
(Securities and Exchange Commission, 1952), 
p. 6 

"1 This provision 





was present in the 
ments involved in General Motors Acceptance 
Corporation v. Higgins, cited at footnote 1; 
Commercial Credit Company v. Hofferbert, 50-2 
ustc § 9485, 93 F. Supp. 562, aff'd per curiam, 
51-1 wustc § 9286, 188 F. (2d) 574 (CA-4); 
Stuyvesant Town Corporation v. U. 8., 53-1 ustc 
¢ 9297, 111 F. Supp. 243, cert. den., 74 S. Ct. 102; 
Gamble-Skogmo, Inc. v. Kelm, 53-1 ustc { 9448, 
112 F. Supp. 872 (DC Minn.); and U. 8. v. Gen- 


instru- 
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of the radical changes in the securities 
market in recent years. Private placements 
of corporate issues for the year 1948 
reached a record total of more than $3 
billion, and the tendency is for the volume 
of private placements to increase in relation 
to all corporate financing. This develop- 
ment has also been aided by the tremendous 
growth in the assets of life insurance com- 
panies during the past 20 years and the in- 
creasing importance of institutional investors 
as factors in the securities market.” 

In comparison, simple promissory notes, 
commercial bank term loans, private place- 
ment loans, bonds, debentures and certifi- 
cates of indebtedness all certain 
common characteristics with respect to 
form as well as substance.* All are evi- 
dences of indebtedness. All may meet the 
formal requirements of the Uniform Nego- 
tiable Instruments Law as negotiable instru- 
ments. On the other hand, there are certain 
distinguishing characteristics which are com- 
mon to taxable corporate securities as a class 
which are not common to _ nontaxable 
promissory notes. The crux of the current 
controversy is whether the hybrid type of 
note represented by the commercial bank 
term loan possesses more of the distin- 
guishing characteristics of the corporate 
security at the one end of the tax spectrum 
or of the simple promissory note at the 
other. 


have 


GMAC Decision 
and Commissioner's Criteria of Taxability 


The present controversy over the tax- 
ability of commercial bank term loans stems 
from the GMAC decision and the criteria 
of taxability outlined by the Second Circuit 
in this case. Since the facts and the law of 
the GMAC case have been thoroughly dis- 
cussed elsewhere,” it suffices to state here 





eral Shoe Corporation, 54-1 ustc 49,019 (DC 
Tenn., September 25, 1953). Inasmuch as this 
type of provision is frequently found in the 
typical corporate indenture, the courts have 
generally regarded it as a highly significant ele- 
ment in finding taxability. 

% The ‘barter and sale’’ feature of private 
placement transactions was apparently unique 
to General Motors Acceptaxce Corporation v. 
Higgins, cited at footnote 1, and the later GMAC 
case, 54-1 ustc § 49,014 (DC N, Y., December 
28, 1953). 

18 See Loss, work cited. 

4 Compare 10 Corpus Juris Secundum, “‘Bills 
and Notes,’’ Sec. 7. 

* Earlier articles dealing with various phases 
of the stamp tax controversy include Tannen- 
baum, “‘Debentures v. Notes and the Federal 
Documentary Stamp Tax,."’ 29 TAxeEs 50 (Janu- 
ary, 1951); Dennon, ‘‘Tax Aspects of Bank 
(Continued on following page) 
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that the instruments held subject to tax as 
“debentures” in the GMAC case were issued 
to institutional investors in a private place- 
ment transaction. Since Congress, the Com- 
and the _ courts 
specifically defined the “debenture” 
under Section 1801, the test of taxability 
established by the Second Circuit in this 
case represented a departure in the 
interpretation of stamp tax statute.” 
Although the Circuit with 
the taxpayer neither 


indebtedness,” 


missioner 


had never 


term 


new 
the 
Second 
that the 
“certificates of 


agreed 
notes were 
“bonds” nor 
largely because they were without interest 
coupons and not in registered form, it held 
them taxable as Sec 


1801, 


“debentures” under 


tion 


In stressing substance rather than form, 
however, the Second Circuit took account 
of all pertinent factors involved in the loan 
transaction in whether the in- 
should be 
In holding the instruments 
taxable as “debentures,” the 
“Thei appearance, and method of 
sale to a comparatively few investors who 
were required to state at least their then 
present intention to hold 
without others 
combined to put them in a class apart from 
ordinary commercial promissory notes and 


determining 


struments in question 


taxed as 
“debentures.” ' 


court stated: 
terms, 


them for invest- 


ment purposes transfer to 


into the category of debentures as that term 
is used in the statute in its 
certificates of 


with 
indebtedness, to 


setting 


be ynds, and 


designate a type of corporate securities 


which does not include ordinary promis- 


sory notes.” 


Because of the revolutionary change in the 
application of the 


long-term 


Stamp tax statute to 
GMAC de 
and lenders 
alike were disturbed by the problem of tax- 


ability of outstanding corporate obligations 


loans following the 


cision, corporate borrowers 


In order to dispel this confusion, the Com- 
ruled on September 1, 1948, that 
the GMAC decision would not be applied 
retroactively beyond the date of the Second 
Circuit’s decision, namely, May 14, 1947." 


missioner 


(Footnote 15 continued) 

Loans,"" 7 Proceedings of the New York Univer- 
sity Institute on Federal Taxation 1213 (1949); 
Note, ‘‘Stamp Tax on Promissory Notes Repre- 
senting Term Loans and Private Placements,"’ 
54 Columbia Law Review 428 (March, 1954); 
and Benkard, ‘‘The Stamp Tax on Notes Rep- 
resenting Term Loan Borrowings,’’ 3 The 
Business Lawyer 43 (May, 1948) 

* Earlier decisions involving the documentary 
stamp tax had emphasized the importance of 
physical form. See U. 8. v. Isham, 17 Wall 
496: Lawyers’ Mortgage Company v. Anderson, 
3 ustc 9 1186, 67 F. (2d) 889 (CCA-2, 1933); Mot- 
ter v. Bankers Mortgage Company of Topeka et 


834 October, 


1954 @ 


In view of the long period of peaceful 
interpretation of Section 1801 since 1924, 
the GMAC decision landed like a bomb 
shell among surprised taxpayers and tax 
practitioners. Corporate borrowers were 
suddenly confronted with documentary stamp 
taxation upon instruments given to thei 
regular banks in the ordinary course of 
business which, for over 20 years, had been 
nontaxable. Flushed with the 
Commissioner’s victory in the GMAC case, 
the Miscellaneous Tax Unit launched a 
major offensive to collect the documentary 
stamp tax on all “term loans.” Summonses 
were issued requiring banks, insurance com- 
panies and other sources of long-term credit 
to produce schedules of all outstanding term 
loans. Armed with this data, the Miscel- 
laneous Tax Unit called upon the borrowing 
companies, examined their loan agreements 


considered 


and copies of their notes, and recommended 
in many cases that 30-day letters be issued. 
As a result, many term loan instruments 
only remotely similar to the GMAC notes 
were taxed. 

While classifying the notes in the GMAC 
case as taxable “debentures,” the Second 
Circuit recognized that the stamp tax did 
not apply to notes “used customarily in 
day-to-day commercial 7 
short-time credit character.” 


transactions of a 
Although the 
GMAC decision exempted certain so-called 
“short-term” from the 
scope of the tax, the Second Circuit failed 
to clarify the taxable status of long-term 
commercial bank “term loans” or 
During the 
GMAC 


practitioners 


promissory notes 


“private 


placement” loans. seven-yeal 


interval since the decision, there 


fore, tax and their clients 
have been perplexed as to when the stamp 
tax should be paid by a long-term borrower1 
from a commercial bank under the ordinary 
term loan arrangement or under the revoly 

ing credit agreement with short maturities, 
but with ample provision for long-continued 
renewals.” 


As part of the Commissioner’s campaign, 


he issued a series of rulings fortifying his 
al., 381 ustc § 9017, 93 F. (2d) 778 (CCA-10, 
1937); and Bellefield Company v. Heiner, 1 ust 
" 305, 25 F. (2d) 560 (CCA-3, 1928) 

Although they have given some 
the form of the instruments involved, the courts 
in most subsequent cases, despite reaching 
different results, have been guided, in looking to 
the substance of the loan transaction, by the ap- 
proach of the Second Circuit. 

%* M. T. 32, 1948-2 CB 160. 

”% See ‘‘Report of the Committee on Taxation,’ 
Proceedings of the 71st Annual Meeting [Neu 
York State Bar Association] (January, 1948), 
pp. 338-340, where Congressional action to 
amend Sec. 1801 was recommended, to remove 


weight to 
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relative to the taxable status of 
“term loans” and “private placements.” Under 
date of July 14, 1948, the Commissioner 
issued a special ruling to the effect that the 
taxability of long-term would be 
governed by the “circumstances” under 
which the notes were issued, as well as the 
“conditions” to which they were subject.” 
There has never been any elaboration of 
what was meant by the surrounding “cir- 
cumstances.” Without intending thereby to 
indicate that the list was all-inclusive, how- 
ever, the Commissioner listed six such condi- 


position 


notes 


tions commonly associated with instruments 
taxable as “debentures,” under the reason- 
ing expressed by the Second Circuit in the 
GMAC case, namely, conditions (1) provid- 
ing for amortization; (2) requiring the 
maintenance of a specified minimum capital 
on the part of the issuer; (3) imposing upon 
the issuer a prohibition against conveyance 
of assets; (4) imposing upon the issuer a 
limitation upon the creation or assumption 
of other indebtedness; (5) providing for an 
acceleration of the maturity, or prepayment 
prior to maturity; and (6) requiring the 
issuer to furnish the note holder with copies 
of annual balance 
mation of 


sheets or other infor- 
similar character. 

On August 18, 1948, the emphasis placed 
by the Commissioner upon these six factors, 
all of which 


security 


were more or less standard 
provisions in term loan transac 
tions, led to another taxpayer’s inquiry and 
another special ruling of the Commissioner, 


as follows:” 
“All pertinent 
including the 
the notes 
to which 


the transaction, 
circumstances 


factors of 
under which 
and the conditions 
are subject, will be given 
consideration by the Bureau in determining 
whether particular notes should be classified 
as taxable instruments.” 


were issued 


they 


In addition to the “conditions” test and 
the “circumstances” test outlined above, the 
Commissioner announced still another test 
ruling under M. T. 38.% This may be 
described as a “capital purpose” test as follows 


in his 


(Footnote 19 continued) 

all doubt as to applicability of the tax to 
commercial bank term loans Despite the 
lengthy hearings conducted by the Jiouse Ways 
and Means Committee preliminary to the en- 
actment of H. R. 8300, the subject at hand never 
found its way to the agenda. See Marrs. 

‘Revision of the Internal Revenue Code,’’ 31 
TAXES 775 and 867 (October and November, 
1953), for an authoritative summary and an- 
alysis of these hearings. 

* This ruling was issued by Stewart Berk- 
shire, Acting Commissioner of Internal Revenue, 
to the Home Title Guaranty Company. See 
1948 CCH Standard Federal Tax Reports § 6223; 


Stamp Tax Controversy 


“By their terms and provisions, the in- 
struments represent a method of financing 
common to debentures, which is similar to 
that type of financing accomplished through 
the medium of a public issuance of invest- 
ment securities under an indenture. More- 
over, the instruments were issued by the 
corporate borrower to obtain capital for 
use in its business under conditions similar 
to the sale of bonds, debentures, or 
investment 


other 
securities.” 

Although little doubt seems to have existed 
among tax practitioners that short-term 
notes with maturities of less than one year 
were not taxable as debentures, the Com- 
missioner recently held that certain notes 
with maturities ranging from 30 days to 
nine months from date of issue were non- 
taxable as ordinary “promissory notes.” ” 
At the same time, however, the Commis 
retreated somewhat from the ‘ 
test 


sionet ‘capital 


purpose” Stating 


announced earlier in 

“In the application of sections 1800 and 
1801 of the Code it is the position of the 
Service that the two most important dis 
tinguishing characteristics are: (1) debentures 
are issued for relatively long-terms, whereas 
promissory notes are issued for relatively 
short-terms; and (2) debentures usually con 
tain provisions designed to afford the lender 
security for his loan, and frequently give 
the lender element of control over 
the borrower’s business activities while the 
debentures are outstanding, whereas such 
provisions are unusual in promissory notes.” 


some 


uncertainties inherent in 
these various tests of taxability announced 
from time to time by the Commissioner, 


In view of the 


many tax practitioners were put in the posi- 
tion of advising taxpayers that every term 
loan under one year was likely to be non- 
taxable and everything over one year was 
potentially taxable. While this narrow “dura- 
ation” test possessed the virtue of simplicity, 
it completely ignored the economic realities 
of commercial bank term loan transactions.” 
\ more test was embodied in the 
proposal to consider ready marketability as 


logical 


also compare Special Ruling, June 23, 1949 (1949 


CCH Standard Federal 

2 This ruling was also issued to the Home 
Title Guaranty Company, signed by Fred §S 
Martin, Acting Commissioner of Internal Reve- 
nue. 

22 1949-2 CB 128 

23 Rev. Rul. 203, I. R. B 
CCH Standard Federal Tax Reports { 48,004). 

2*See Tannenbaum’s proposal in his article 
cited at footnote 15, to the effect: ‘‘The eco- 
nomic realities and substance of each transac- 
tion should govern the classification of the 
instrument for stamp tax purposes.”’ 


Tax Reports { 6152). 


1953-20, 24 (1954 
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the prime factor in determining whether a 
particular note should be properly classified 
as a taxable debenture.” Despite an im- 
pressive list of court decisions and tax 
writers to the contrary, author has 

the “capital nurpose” test 


one 
that 
Commissioner as 


concluded 
of the sustained in the 
GMAC case is the proper basis of taxability 
for both “private placement” and commer 
cial bank term loans.” 

Torn between these two opposing camps, 
the courts have gone all over the lot since 
the GMA( in the application of 
the documentary stamp tax to notes repre- 
senting “private placements” and commer- 
cial bank loans. It is important to 
consider the line of demarcation established 
by these decisions 
Niles 


and 


decision 


term 


culminating in the recent 


case between taxable “debentures” 


nontaxable “promissory notes.” 
Nontaxability of ‘Term Loans” 
as Promissory Notes 


Despite the Commissioner’s interpretation 
of the GMAC case, the federal courts during 
the past seven years have consistently re- 
je ted the 
the various 


various tests of taxability and 
definitions of “debenture” as 
outlined by the Commissioner where com 
mercial bank term loans have been involved 
Beginning with the stand 
Seventh Circuit in the Belden and 
culminating with the recent decision of the 
Second Circuit in the Niles case,” the lower 
federal developed what may 
be described as a “ready marketability” test 
of taxability as applied to commercial bank 
term loans. In 


case ~ 


courts have 


most of these decisions the 
courts distinguished the 
the GMAC case issue in 
each of these case s, and thereby established 
a new neutrality in 
battle touched off by the 


As the 


involved in 
from the notes at 


notes 


zone of the legalistic 


GMAC decision 
bank in the 
The 
Chicago master- 
Belder Manu- 
culminated in a 
Belden 
had been a customer of The First National 
Bank of Chicago since 1929 and was en 
gaged in the r manufacturing 
insulated cable for the 


leading commercial 
Middle West providing 
First National Bank of 
minded a refund suit by the 


facturing Company 


term loans, 


which 
favorable decision for the taxpayer. 


business of 


copper wire and 


2% See Freeman, An Analysis (a booklet pub- 
lished by The First National Bank of Chicago), 
pointing to marketability as a prime test of 
taxability of commercial bank term loans. 

2% See the analysis, note cited at footnote 15, 
and Circuit Judge Clark’s dissent in Niles- 


Bement-Pond Company v. Fitzpatrick, cited at 
footnote 3 
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and automobile industries and 
for use in motors and generators. Copper 
was the most important raw material used 
by the taxpayer. Copper became scarce in 
1940, and the taxpayer determined that it 
should protect its copper inventory by buying 
for future needs. In order to obtain funds for 
this purpose, Belden made application to 
the bank tor a loan and delivered its plain 
promissory note for $1 million to the bank. 
The accepted application, which was made 
a part of the note, and the language of the 
note itself contained most, if not all, of 
the conditions of taxability outlined by the 
Commissioner. Despite the Commissioner’s 
reliance upon the several covenants of the 
loan agreement and his attempt to assimilate 
the Belden loan to the GMAC case, both the 
district court and the Seventh Circuit held 
that the instrument at 
taxable promissory note. 


appliance 


issue was a non- 

In holding for the taxpayer, Justice Major 
derived a new test of taxability from the 
holding of the GMAC 
“While numerous 
tiate the instant case 
are two which are highly significant: (1) 
there, the received money from 
the negotiation and sale of the instruments 
in controversy, they were the subject of 
barter and sold to the highest bidder, and 
(2) it was recognized by each of the parties 
that the instruments were being purchased 
solely for investment and that the purchas- 
ers were engaged not in banking but in the in- 
vestment business. 


case, as follows: 
circumstances differen- 
from GMAC, there 


taxpayer 


In the instant case, there is 
nothing of the kind.” 


Although the 
stress upon 


Commissioner laid much 
the fact that the loan was for 
a large amount and for a long period, Jus- 
tice Major this argument of 
minor stating: “We do not 
think a note changes its character because 
it is for $1,000,000 rather than for a lesser 
amount, nor because it 
period of five 
shorter time.” 


considered 
consequence, 


is payable 
rather than 


over a 
years Over a 

This serious blow to the Commissioner’s 
position was followed by a decision of the 
Fifth Circuit which held that a single ten- 
year instrument given by a taxpayer to the 
Liberty National Life Insurance Company 


Was not a taxable debenture.” Although 


7 Belden Manufacturing Company v. Jarecki, 


1-1 ustc § 9136, 95 F. Supp. 539 (DC IIl.), aff'd, 
51-2 ustc § 9485, 192 F. (2d) 211 (CA-7) 

28 Niles-Bement-Pond Company v. Fitzpatrick, 
cited at footnote 3 

2 Allen v. Atlanta Metallic Casket Company, 
51-1 ustc § 9314, 99 F. Supp. 104, aff'd, 52-1 
ustc { 9357, 197 F. (2d) 460 (CA-5, 1952). 
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the Fifth Circuit found the Belden case in 
point and most persuasive, the court re- 
solved the benefit of the doubt in favor of 
the taxpayer. 


Likewise, another significant decision for 
the taxpayer was rendered by the Eighth 
Circuit where the taxpayer gaye two prom- 
issory notes in the amounts of $6,500,000 
and $1 million to the Chase National Bank 
of New York and the First National Bank 
of St. Louis, respectively, containing the 
usual restrictive covenants with a maturity 
of eight years.” The loans were negotiated 
with the loan departments of the banks with 
which the taxpayer had done business for 
years, and were for the purpose of procur- 
ing funds needed to carry larger inventories 
and accounts receivable. In following the 
“ready marketability” test developed by the 
Seventh and Fifth Circuits, the Eighth 
Circuit emphasized the noninvestment na- 
ture of the notes, stating: 


“The notes were given in ordinary com- 
mercial banking transactions to secure loans 
of funds needed by the Ely & Walker Com- 
pany in the conduct of its business. They 
were not sold for investment purposes. The 
relation created between the company and 
the banks was that of debtor and creditor 
and nothing more. The notes were not 
registered or numbered or issued serially. 
They did not interest 
were printed on plain paper. 


bear coupons and 
The fact that 
they contained agreements for prepayment, 
for acceleration of maturity, as well as 
concerning the financial and 
corporate operations of the borrower, de- 
signed for the protection of the lenders, 
is not sufficient alone to subject them to 
stamp taxes provided by section 1801 of the 
Internal Revenue Code. It is reasonable 
to assume that Congress in exempting 
promissory notes from taxation was aware 
that such were customary in 
ordinary banking transactions of the char- 
acter involved here.” 


restrictions 


provisions 


In addition to the phalanx presented by 
the Seventh, Fifth and Eighth Circuits 
against the taxability of commercial bank 
term loans, there have been scattered deci- 


sions by the district courts in and 
other circuits in favor of the taxpayer. 
None of these decisions has been appealed 
by the Commissioner to the appropriate 
circuit court of appeals. Moreover, the 
appeals have been disposed of in the first 
two of these cases.” 


these 


A Texas district court classified as non- 
taxable a seven-year note given by the tax- 
payer to the Mellen Bank and Trust 
Company of Pittsburgh, Pennsylvania, in 
the amount of $4 million.” The note was 
accompanied -by the usual security cove- 
nants, and approximately 40 per cent of the 
lending business of the bank was in large 
loans. In disposing of the Commissioner’s 
contention that the large size of the loan 
was a determining factor, the court de- 
clared that “we tremble at the thought, or, 
suggestion, that the citizen, or, the concern 
who borrows a large sum of money and 
gives his, or its note, must pay a tax on 
such document which would not be col- 
lected from one of lesser financial ability or 
wants. This is not a government for collecting 
from the rich and allowing the less fortunate 
to go unburdened with the same collection.” 

Similarly, a California district court held 
that two instruments delivered by a tax- 
payer to the Pacific Mutual Life Insurance 
Company and the Mutual Life 
Company of New York were 
promissory notes.” The 
were for $1 
carried a 


Insurance 
nontaxable 
instruments 
million, and 
years. Simul- 
taneous with the notes, security agreements 
were executed by the 


two 
million and $3 
maturity of 15 


with the 
insurance companies to safeguard payment 
of the notes. In distinguishing the GMAC 
decision, the court declared: 

“The Collector cannot, by some feat of 
catalytic baptism, turn a plain obligation 
to repay a specific sum of money to a spe- 
cific lender into a taxable security.” 


taxpayer 


Finally, a New York district court held 
that certain notes issued by a taxpayer to 
a parent corporation evidencing a loan for 
two years, where there was no collateral 
agreement with modifying terms, were not 


subject to the stamp tax.* Inasmuch as 





*U. 8S. v. Ely & Walker Dry Goods Company, 
52-2 ustc § 9458. 107 F. Supp. 298, aff'd, 53-1 
ustc { 9195, 201 F. (2d) 584 (CA-8). 

%1 Appeal to the United States Court of Ap- 
peals may be taken as of right by the ag- 
grieved party from any judgment or decree in 
a tax suit, provided notice of such appeal is 
filed within 60 days from the entry of such 
judgment or decree. This time may be extended 
another 30 days upon a proper showing. (28 
USCA Sec. 2107.) 


Stamp Tax Controversy 


% Shamrock Oil and Gas Company v. Camp- 
bell, 53-1 ustc $9110, 107 F. Supp. 764 (DC 
Tex., October 14, 1952) (government's appeal to 
the United States Court of Appeals for the Fifth 
Circuit dismissed on appellant’s motion, March 
12, 1953). 

% Leslie Salt Company v. U. 8., 53-1 
7 9188, 110 F. Supp. 680 (DC Calif.). 

* General Motors Acceptance Corporation v 
Higgins, cited at footnote 12. 


UsTC 
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the court concluded 


that the taxability 
of these instruments was in doubt, it fol- 
lowed the rule of resolving doubts in tax 
cases of this nature in favor of the tax- 
payer as did the Fifth Circuit in the Atlantic 
Metallic Casket Company case, above. Al 
though these instruments were similar to the 
40-year “income debenture certificates” im 
volved in the Stuyvesant Town Corporation 
case, below, decided against the taxpayer, 
the court was not persuaded as to the 


similarity between the 


two 


cases 


Taxability of ‘Private Placements”’ 
as Debentures 


During the past seven years, there have 
been a number of decisions consistent with 
the GMAC finding taxability of 
the instruments in question as debentures. 


case in 


Most of these cases involved private place 
ments with institutional investors as in the 
GMAC speaking, the 
courts have followed 
the various tests of taxability urged by the 
Commissioner and their 
opinions the borrower’s application of pro- 


case.” Generally 


finding taxability 


have stressed in 
ceeds to capital purposes, the lender’s treat 
ment of the investment 
rather than a loan, and the long-term nature 
of the instruments 


transaction as an 


involved. 


In the first decision subsequent to the 
GMAC case, the Fourth Circuit approved 
the criteria of taxability laid down by the 
Commissioner.” In this case, the taxpayer 
had entered into an agreement with the 
Prudentia! Life Insurance Company of 
America, and delivered an instrument desig- 
nated as a promissory note in the amount 
of $15 million with interest at 3 per cent 
per annum, payable semiannually, with a 
maturity of 15 years. In addition to the 
usual covenants, the agreement 
provided that the taxpayer, at the request 
of the insurance company, would execute 
and deliver in lieu of the note an indenture 
providing for the debentures. 
The loan agreement recited that Prudential 
had acquired the note for the purpose of 


security 


issuance of 


investment and not with a view to its sale, 
and the note was placed in the investment 


account of Prudential. Impressed by these 


* Despite the fact that the taxpayer borrowed 
from insurance companies in both Allen v 
Atlanta Metallic Casket Company, cited at foot- 
note 29, and Leslie Salt Company v. U. 8., cited 
at footnote 33, as in the typical ‘‘private place- 
ment’’ transaction, both decisions were for the 
taxpayer 

* Commercial Credit Company 1 
cited at footnote 11 
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elements of taxability, the United States 
District Court for Maryland found the in- 
strument to be in all material respects 
comparable to those involved in the GMAC 
case, stating: “It would be a work of super- 
erogation to submit a further extended dis- 
cussion in support of the conclusion.” 
Hence, “the note considered in connection 
with the agreement could constitute a corpo 
rate debenture,” and was taxable as such.” 


Another decision in which the holding 
was premised on the pattern of the GMA( 
case was decided by the Court of Claims 
on April 7, 1953." In this Metro- 
politan Life Insurance Company had or- 
ganized the taxpayer as a wholly owned 
subsidiary for the purpose of rehabilitating 
substandard New York 
City. The taxpayer issued certain “income 
debenture certificates” to the parent w: 
evidence sums of money advanced by Metro 
politan. In holding against the taxpayer, 
the court found it unnecessary to decide 
whether these instruments were, technically, 
“debentures” or 
ness,” 


case, 


housing areas in 


“certificates of indebted 
because they were well within the 
class of investment securities which 
intended to tax. The determinative 
words of the court were: 


“The issued by Stuyvesant 
were clearly more than mere evidences of 
debt. The income debenture certificates 
were intended to, and did, represent a long 
term investment by Metropolitan 


Con- 


gress 


instruments 


the terms and purposes of the in- 
debenture certificates combine to put 
well within the class of investment 
securities which Congress intended to tax.” 


United States 
for Minnesota held against a tax- 
where it had entered into a loan 
agreement with the Equitable Life Assur 
ance Society, whereby it borrowed $13 
million, evidenced by an instrument termed 
a 3% per cent “promissory note” 
annually over a 20-year period.” 


come 
them 


Likewise, the 
Court 
payer 


District 


payable 
The pur- 
pose of the loan was to liquidate short-term 
loans with various commercial banks and 
for use in operating expenses. In following 
the GMAC and Commercial Credit cases, the 
district court remarked 


"This decision was affirmed per curiam by 


the Fourth Circuit. In passing, it is noted that 
there was no direct ‘‘barter and sale’’ feature in 
this case, which feature apparently was unique 
to the GMAC case. 

* Stuyvesant Town Corporation v. LU. 8. 
at footnote 11. 

*% Gamble-Skogmo, Inc. v. 
note 11 


, cited 


Kelm, cited at foot- 
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“Persuaded by the reasoning of the Court 
in the Ely & Walker supra, and 
noting that the decision stressed the nature 
of the business of the 


case, 


lender (here an in- 
surance company, not a bank) and the pur- 
pose of the loan (here for investment 
purposes) and the surrender clause (here 
the defendant relies on page 2 of the ‘Note’), 
the Court is of the opinion that the instru- 
ment here in question is of the type properly 
within the Stamp Tax Act, and the de- 
fendant’s imposition of the tax is sustained.” 


Similarly, a district court for Tennessee 
held against a taxpayer where the taxpayer 
issued “notes” in 


amount of 


the aggregate principal 
$7,500,000. These instruments 
were negotiated in various amounts to eight 
different lenders, including insurance com- 
panies and trustees under pension and an- 
nuity trusts. The 


by instruments 


loan was accompanied 
designated as “3-4%% 
promissory notes” containing numerous se- 
curity provisions, as well as a separate 
The “notes” provided that 
the holder of any might surrender 
the same at the principal office of one of the 


trustees and 


loan agreement. 
note 
receive in exchange there 
for a printed note or notes in such amount 
as the holder might request. In addition, 
the borrower agreed at the request of the 
holder to issue debentures equal to the 
unpaid principal amount of all notes then 
outstanding. In that the circum- 
stances of the well as the form 
of the notes, placed the instruments involved 
within the scope of the GMAC 
mercial Credit cases, the court 


holding 
loan, as 
and Com 
stated 

“It clearly appears from the 
the case that this was a transaction 
the instruments in 
debts not 
business. It 


evidence in 
wherse 
given to 


question were 


evidence the ordinary 
could not be said 


to be an ordinary banking transaction where 


arising in 
course of 


the debtor, having a line of credit with a 
banking institution, arranged to borrow 
a long term loan. It is signifi 
cant that the lenders of the funds obtained 
by the 


and 


money on 


defendant were 
Trustees 


insurance companies 


under 


pension and 


annuity 
that the 
purposes 
Minutes 


that the 


evidencing the fact 
sold for 
Furthermore, it 
of the 


trusts, clearly 


notes were investment 


from the 
Directors of the company 


appears 


8. 
at footnote 11 

"1 General Motors Acceptance 
Higgins, cited at footnote 12. 

“ It seems significant to note that the Commis- 
sioner has never applied for certiorari in any of 
the decisions in favor of the taxpayer. On the 
other hand, the United States Supreme Court 


General Shoe Corporation, cited 


Corporation v 


Stamp Tax Controversy 


transaction in question did not arise in the 
ordinary course of business, but that a 
committee appointed by the directors of the 
defendant shopped around with various fi- 
nancial institutions for the purpose of bor- 
rowing funds for additional financing, with 
Smith Barney & Company of New York 
Citv apparently realizing a commission ot 
$8.90 on each $1,000.00 principal 
thereof.” 


amount 


The most recent decision preceding the 
Niles case was decided by a New York 
district court and involved the General 
Motors Acceptance Corporation for the 
second time.” As in the earlier GMA( 
case, the court held that the ten negotiable 
instruments executed by the taxpayer in 
the amount of $50 million, payable in five 
years and issued to ten corporations, were 
taxable as debentures. The issuance was 
authorized by a corporate resolution that 
referred to a separate agreement with each 
of the investors, which agreement contained 
terms providing that the “notes” were to be 
purchased for 
resale. 


“notes” 


investment rather than for 
As in the previous GMAC case, the 
themselves were printed on tinted 
paper with engraved borders and bore iden 
tifying numbers 
able at the 
Acceptance 


They were also redeem 
option of the General Motors 
Corporation on 60 days’ notice 


Niles-Bement-Pond Case 
and Test of Taxability 


During the seven years since the GMA( 
decision, there have been a total of 11 cases 
involving the documentary stamp tax prob 
lem decided by the lower federal courts 
From a boxscore standpoint, these 12 cases, 
including GMA( 
the taxpaver, 


resulted in six 
five wins for the 
sioner, and one split decision 
decisions 
United 


wins for 
Commis 
None of the 
reviewed by the 
States Supreme Court.” In 


has as vet been 
seven 
of these cases, the loans at issue were made 
by insurance companies or institutional in 
vestors. In this type of “private placement” 
transaction, the Commissioner has success 
fully applied the tax in five of the cases 
In four of them, excluding the Niles case, 
the loans in controversy were made by com 
mercial banks. Except for the lower court 
decision in the Niles case, the courts have 


has denied certiorari in all cases where the 
writ was requested by the taxpayer 
the distinction developed by the various circuits 
between taxability of ‘‘private placements'’’ and 


In view of 


commercial bank ‘‘term loans,"’ it appears dif- 
ficult to develop a bona-fide conflict between 
circuits which would provide a suitable basis for 
the granting of the writ 
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unanimously held for the taxpayer where 
commercial bank “term loan” transactions 
were involved. Thus, the Second Circuit 
was faced with an almost even split of deci- 
sions when it reviewed the decision of the 
lower federal court in the Niles case. 


Niles 


machine 


In the case, the taxpayer was a 
large tool manufacturer whose 
business had expanded greatly by reason of 
defense contracts during World War II. In 
1949, in anticipation of a pickup in busi- 
ness, the taxpayer determined to increase 
its cash and working capital position, and 
to refinance its existing loans for longer 
terms than its existing borrowings. In view 
of the fact that the National City Bank 
of New York had been the taxpayer’s 
depository and supplier of short-term credit— 
when needed—for some 20 years, the tax- 
payer entered into a loan agreement with 
the bank. 


Pursuant to this agreement, the taxpayer 
issued to the bank 29 “promissory notes,” 
maturing at quarterly intervals over a period 
of seven years, beginning October 1, 1949, 
and ending October 1, 1956, with an initial 
interest rate of 2 per cent, which was 
stepped up to 2% per cent beginning with 
the note maturing January 1, 1952, and to 
2% per cent beginning with the note matur- 
ing July 1, 1954. The notes, in identical 
form except as to amounts, maturity dates 
and interest rates, were all captioned “prom- 
issory note” and were typewritten-mimeo- 
graphed on plain white watermarked paper. 
Among other things, the taxpayer assumed 
obligations under the loan 
agreement: (a) to maintain a minimum 
amount of working capital, (b) to keep its 
property insured, and free from tax and 
liens, (c) to refrain from incurring 
any new indebtedness for borrowed money, 


the following 


other 


through the issuance of securities or other- 
wise, indebtedness not exceeding 
$2 million and maturing within one year, 
(d) to refrain from purchasing its own 
stock, or from merger or consolidation or 
from sale of fixed assets except upon ratable 
application of any proceeds to payment 
of the issued to the National City 
Bank and (e) to submit periodic financial 
statements to the bank. 


except 


notes 


Upon the basis of its interpretation of 
the legislative history of the repeal statute, 
in 1924, relative to promissory notes, Judge 
Smith of the United States District Court 
for Connecticut concluded that the 1924 
repeal was intended to reach only the short- 
term promissory notes of individuals as 
opposed to those of corporations. 
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ing to the lower court, Congress intended to 
relieve only the poor individual from the 
burden of paying the stamp tax upon re- 
peated financings, and Congress had given 
little or no consideration to the multiplica- 
tion of the tax burden upon repeated corporate 
financings. In holding the instruments to 
be taxable as debentures, Judge Smith recog- 
nized the difference in the approaches to the 
problem in the various circuits. In the case 
at bar, however, it appeared to the court 
that there were sufficient of the criteria 
stressed by the Second Circuit in the GMAC 
case to hold these instruments taxable as 
corporate debentures. The court stated: 


“The substantial period of time involved, 
the restrictions on the borrower’s fiscal 
activities, together with the amounts in- 
volved requiring such restrictions, fit these 
instruments within the rationale of the Second 
Circuit’s opinion as debentures in the mean- 
ing of the Act.” 


Upon appeal to the Second Circuit, Judge 
Harlan observed that the debates relating 
to the 1924 repeal were wholly inconclusive, 
as well as the earlier legislative history of 
the stamp tax statute. On the one hand, 
the court found nothing in the earlier 
statutes to establish that the former stamp 
taxes on promissory notes or their repeal 
were limited to individuals’ or short-term 
promissory notes. On the other hand, the 
court found nothing to support the argu- 
ment that Congress had, in 1924, repealed 
without limitation the pre-existing stamp 
taxes on promissory notes, such notes under 
no circumstances being subject to stamp 
taxes at the present time. 


Thus, Judge Harlan returned to the ap- 
proach inaugurated by Judge Chase of the 
Second Circuit in the first GMAC case, and 
proceeded to examine the form of the in- 


struments and all of the circumstances 
surrounding the transaction to determine 
whether or not the instruments in question 
had such characteristics as would put them 
in a class apart from ordinary commercial 
promissory notes and into the category of 
debentures. After a detailed comparison 
of the notes in the GMAC case with the 
Niles notes, the court found here no such 
combination of factors as led the court in 
the GMAC case to hold the promissory 
notes there in question taxable as debentures. 
Instead, the court held that the transaction 
in this case was a straightforward commer- 
cial loan, and that these promissory notes 
did not partake of the character of debentures. 


In reaching this result, the Second Circuit 


was consistent with its earlier opinion in 
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emphasizing the important factor of mar- 
ketability, stating: 


“In holding that this combination of 
factors, and others already referred to, put 
the GMAC notes ‘in a class apart from ordi- 
nary commercial notes and into the category 
of debentures ... ,’ our Court stressed the 
investment nature of the transaction. To 
be sure, a bank as well as an insurance 
company in a sense intends to invest when 
it lends money, whether the transaction 
be called a loan, a private placement, or a 
public issue. But the classic feature de- 
manded of an investment instrument is 
ready marketability, and that is what the 
GMAC notes had, and what the Niles-Bement 
notes did not have. And all the cases which 
have considered the matter appear to have 
read the General Motors case, as we do, as 
holding that only those instruments having 
the characteristics of an investment security 
fall within the terms of Section 1801.” 


In registering his dissent, in the Niles 
case, Circuit Judge Clark disagreed that the 
distinguishing element of debentures was 
ready marketability. He opined that the 
majority wrong in approaching the 
problem from the standpoint of the lender 
rather than that of the borrower. He stated 
that the effect of the decision was to give a 
one-sided advantage to commercial bank 
“term loans” as opposed to “private place- 
ments.” This result violated Congressional 
intent, and resulted in an improper distribu- 
tion of tax burdens. Moreover, the practical 
consequence of the majority’s decision was to 
exempt bank loans from the tax and, thereby, 
to amend the statute to this extent. Accord- 
ing to Judge Clark, the GMAC decision did 
not give exclusive weight to the factors of 
ready marketability and the activity and 
intent of the lender. Rather, the GMAC 
decision emphasized the need of the bor- 
rower, and contrasted a corporation’s bor- 
rowing for capital purposes for a substantial 
period of time from investors with a cor- 
poration’s borrowing to short-term 
credit requirements. 


Was 


cover 


Thus, the Second Circuit has rendered an 
authoritative interpretation of the applica- 
tion of the documentary stamp tax to com- 
mercial bank term loans and has effectively 
removed any doubt lurking in its 
opinion in the GMAC case that 
are taxable as debentures. In reaching this 
result, the Second Circuit has affirmed the 
unanimous trend of decisions involving com- 
mercial bank term 


earlier 
such loans 


loans in other circuits. 


“ Knudsen Creamery Company of California 
vw. U. 8., 54-2 ustc © 49,047 (DC Calif.) 


Stamp Tax Controversy 


In so holding, the Second Circuit has ef- 
fectively repudiated the various criteria of 
taxability as outlined by the Commissioner 
where such loans are involved. 

Since the Niles decision, there have been 
two more cases in the lower federal courts 
which add fuel to the current controversy. 
In the first of these cases, the United States 
District Court for the Southern District of 
California held against the taxpayer where 
it had entered into a joint credit agreement 
with the Security-First National Bank of 
Los Angeles and the Pacific Mutual Life 
Insurance Company, whereby it borrowed 
a total of $2,250,000 for the purpose of 
1etiring outstanding bonds and debentures.* 
Although the taxpayer gave the lenders four 
plain typewritten instruments in the form 
of promissory notes, the credit agreement 
specifically provided that the insurance com- 
pany lender could convert its notes at any 
time into new notes of a readily marketable 
denomination. In citing the Niles case, the 
court concluded that the entire transaction 
had the essential features of a 
placement” transaction. 

On the other hand, the United States 
District Court for New Jersey decided for 
a taxpayer which had borrowed a total of 
$6,700,000 at various times from both the 
Mutual Life Insurance Company and the 
First National Bank of New York, giving 
interest-bearing promissory notes payable at 
the end of five and eight years.“ In relying 
upon the reasoning of the majority in the 
Niles case that marketability is the deter- 
mining factor in taxability, the court held 
that the loan instruments in question were 
not readily negotiable and, hence, were not 
taxable debentures. 


“private 


Conclusions 


Despite this clarification of the legal con- 
troversy over commercial bank term loans, 
it appears likely that the conflict between 
the two opposing viewpoints will continue. 
On the hand, the Commissioner and 
the courts finding taxability have emphasized 
the position of the borrower, holding that 
Congressional intent was to leave taxable 
loans of substantial duration to be used by 
the borrower for capital purposes. On the 
other hand, the courts exempting com 
mercial bank term loans from the tax have 
emphasized the position of the lender, 
applying the loan investment distinction and 
the test of “ready marketability.” 
holdings do not mean 


one 


These 
that all commercial 


“ Motor Finance Corporation ‘v. t/. 8., 54-2 
ustc § 49,057 (DCN. J.). 
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The author suggests that neither 
“ready marketability"’ nor ‘‘capital 
purpose’’ should be the exclusive 
test of taxability as applied to 
commercial bank term loans. 


bank term loans are exempt from the docu- 
mentary stamp tax 
makes a business of 


If a commercial bank 
marketing its loans 
and negotiating them to investors, it seems 
clear that under the “ready marketability” 
test that such instruments would be tax 
able as debentures in the same manner as 
made through private placements 
Although there are those who will quarrel 
with the result of the Niles line of cases, 
most tax practitioners will agree that this 
decision 


loans 


represents an obvious gain in 
simplicity in the application of the stamp 
tax statute. As long as bank 
term not in readily marketable 
form, taxpayers can now be safely advised 
that the instruments are not subject to the 
Stamp tax 


commercial 


loans are 


In the light of the Niles decision, it appears 
incumbent upon the Internal Revenue Serv- 
ice to clarify its official position relative to 
the taxable status of commercial bank term 


ke ans, aS W ell 


as private placement loans. 
Inasmuch as the Niles decision has drasti- 
cally limited the scope and effect of the 
the GMAC case, it may cause 
Service to change its policy relative 
bank term loans and to 
allow refund claims for documentary stamp 
taxes paid on such loans during the past 
four years. In this 
that the taxpayer 
the date of payment under old Code 
3315 in which to file refund claim 
for documentary stamp taxes.” 


decision in 
the 


to commercial 


connection, it is ob- 


served had four years 
trom 


section 


Since the Niles decision is consistent with 
with the Belden decision in the Seventh 
Circuit and the Ely & Walker decision in the 
Eighth Circuit, there appears to be no conflict 
in circuits such as to provide a basis upon 
which the Commissioner can request review 
by the United States Supreme Court. More- 
over, limitation on application for certiorari 


has expired in all other cases concerning 


* Sec. 6511 of the new Code provides a three- 
year, rather than a four-year, period of limita- 
tion for filing a refund claim 

“Sec. 2101(c) of the United States Judicial 
Code provides that a writ of certiorari must be 
applied for within 90 days after the entry of 
final judgment, unless, for good cause shown, 
the time is extended for a period not exceeding 
60 days. (28 USCA Sec. 2101(c).) 
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bank 


Commissioner is 


commercial Unless the 
developing 
a taxable conflict through a favorable circuit 


term loans.* 


successful in 


court decision in another circuit involving a 
commercial bank term loan, therefore, it 
appears that this issue will have been settled 
without Congressional action to amend the 
stamp tax statute. 


On the other hand, with respect to the 
taxable status of private placement loans, it 
can be seen above that all except two courts 
have held this type of instrument to be 
taxable as debentures. Where such private 
placement not the char 
acteristic of ready marketability, it would 
appear that they should be accorded the 
same exempt status as nonmarketable com 
mercial bank term loans. It seems likely 
that the Commissioner will continue his 
policy of subjecting such instruments to 
the stamp tax, especially in view of the 
margin of victory in the federal courts up 
to the present time in such cases 


loans do possess 


In conclusion, it is suggested that neithe: 
“ready marketability” nor “capital purpose” 
should be the exclusive test of taxability as ap 
plied to commercial bank term loans or private 
placements. Instead, it is believed that both 
the need of the borrower and the intent of 
the lender should be considered by the Com 
missioner and the courts in classifying these 
instruments as taxable debentures or 
taxable promissory notes. If the Commis- 
sioner that the taxpayer has 
resorted repeatedly to long-term borrowing 
from commercial banks in order to avoid 
the imposition of the stamp tax, it is be- 
lieved that the instruments should be sub- 
ject to tax, even though the lack 
ready marketability.” Likewise, where tax 
payers resort to private placements to meet 
temporary cash or working-capital require 
ments and the loans lack ready market 
ability, it is believed that the instruments 
should be treated as equivalent to 
taxable bank term 


non 


can show 


notes 


non 


commercial loans. 


By the application of this twofold test, 
it is believed that a stable cease-fire agree 
ment can be negotiated, without armed inter 
vention by Congress or the United States 
Supreme Court, in the current controversy 
over documentary stamp taxes. [The End] 


“ This twofold test has been successfully 
applied by the Securities and Exchange Commis- 
sion under the Securities Act of 1933 in deter- 
mining the exemption of short-term paper from 
registration requirements pursuant to Sec. 3(a) 


(3). The principal problem arising under this 
section is the determination of what constitutes 
a ‘‘current transaction.’’ See Loss, work cited; 
McCormick, work cited 
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Books 


Code of '54 


New Revenue Code of ’54 Explained. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1954. 
192 pages. $2 


Here, in handy compass and without in- 
volved law text, is a plain-English explana- 
tion of the new income, estate and gift tax 
provisions of the sweeping 900-page Inter- 
nal Revenue Code of 1954. As 
knows by now, the new 


everyone 
Code, called by 
experts the most drastic change in the his- 
tory of federal income taxation in the United 
States, contains literally thousands of be- 
wildering changes from the old Code. This 
timely manual covers all of these changes 
in three (1) “Explanation” de- 
scribing the changes and new provisions; 
(2) “Rapid Finder” showing the new Code 
sections in relation to the old Code sections 
and pinpointing 
and (3) 
nish the 


sections: 


areas of 
“Effective Dates” 
keys to many 


change, if any; 
which may fur- 
valuable refunds. 
All three sections are made easily accessible 


through a fast-finding topical index 


With its illuminating explanations, con- 
crete examples and numerous check lists in 
addition, this compact desk book should 
prove a real help in getting a quick working 
knowledge of the Code of 1954 


Tax Liberty 


The Fifth Freedom—Freedom from Taxa- 


tion. Butler Sheldon, Jr. Library Publishers, 
& West 40th Street, New York 18, New 
York. 1954. 111 pages. $2.75. 


Mr. Sheldon’s plan would do a lot of 
things for us economically—he lists in his 
preface 23 things that it would accomplish. 
Among these benefits are tax reduction, 
debt reduction and a peaceful world, all of 
which are worthy and much-to-be-desired 
benefits 


Books 


Of 
interest 
to the Tax Man 


The plan in a very general way may be 
described as follows: Leading countries of 
the world—the author cites the United 
States, Britain and France—would tie their 
currencies to a pooled stockpile of gold and 
tie their currencies to each other by a 
predetermined ratio. The key to the value 
of the money is in its acceptance by the 
public, that is, their readiness to believe in 
its value. 


Now, in conjunction with the currency 
part, certain government bonds would be is- 
sued, the proceeds of which would be used for 
great building projects. The service of 
these projects would be paid for by the users. 
The author cites as examples the great toll 
roads in New Jersey. The revenue from the 
tolls would be used to pay the interest on 
the bonds and eventually to slowly retire 
them. Taxes would be curtailed because the 
interest on the federal debt would be 
eliminated from the budget and the retire- 
ment of the bonds would gradually reduce 
the debt. Sounds simple. Will it work? 


At least the book has an intriguing title 
The Fifth Freedom—but perhaps the four 
freedoms had better be secured for the 
world, one at a time and in order. In that 
way we would all have more time to think 
about this last one. 


Estate Planner 


Estate Planning Quick Reference Outline 
William R. Spinney. Commerce Clearing 
House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. Second edition, 1954. 
88 pages. $1. 


This book is convenient and easy to un- 
derstand, as it points out to those concerned 
with estate planning the many factors that 
should be kept in mind when preparing a 
plan. The appendices and notes contain 
handy tax tables and examples, and the 
book is adequately indexed. 
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Sale of Options . . . 


National Tax Structure 


anadian Tax Letter 


Amount Received from Sale 
of Oil Options Is Income 


Income from a sale, even though the 
sale was not strictly one of the powers 
granted under articles of incorporation, 
is, nevertheless, taxable. 


A closely owned family-type company 
was formed to take over leasehold rights to 
a large tract of land. The charter set forth 
as an object of association the leasing, sell- 
ing or disposing of its interests. The com- 
pany sold two options to drill for oil, which 
were never The company con- 
tended received from the 
options was capital because dealing in op- 
tions had never been one of its objects, and 
in selling the options it had actually sold a 
part of its assets. 


exercised. 
that the money 


The appeal of the company was dismissed, 
holding that the granting of the options was 
within the scope of the company’s business 
and that it should be held to account for 
tax purposes if it included in its powers 
any of the things which it would have had 
power to do under the ancillary and inci 
dental powers granted to it by the Compa 
nies Act, under which it was incorporated.— 
Vo. 175 v. Minister of National Revenue, 54 
DTC 316 


Canadian Tax Structure 


The tax structure of Canada is similar 
to that of the United States. 


The Canadian Tax Foundation has just 
booklet describing the budget 
policy, the tax structure and the expenditure 
program for 1954 
tax structure is 
United States. 


issued a 


In general the Canadian 
similar to that of the 


The main elements in the Canadian fed- 
eral tax structure in 1954 are personal in- 
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come tax, corporation income tax, commodity 
taxes (including the general sales tax) and 
customs import duties. 


The revenue yield of these various taxes 
gives an indication of their relative impor- 
tance. As forecast in the budget they will 
rank as follows in 1954-1955: personal in- 
come tax, $1,235 million (27.5 per cent of 
total revenue); corporation income tax, 
$1,200 million (27 per cent); commodity taxes, 
$1,114 million (25 per cent), including sales 
tax of $607 million (13.5 per cent); and 
customs import duties, $415 million (9 per 
cent). The remaining tax revenues of about 
$110 million (2.5 per cent) will be derived 
from the nonresident withholding tax, suc- 
duties and two or three miscel- 
laneous charges. 


cession 


In the broadest terms any tax structure 
can be classified under three main headings: 
(1) taxes on income, (2) taxes on spending 
In these terms 
the initial impact of the federal structure 
will fall to the extent of about 61 per cent 
on income and 38 per cent on spending— 
counting the 


and (3) taxes on property. 


customs duties as taxes on 


spending. The succession duties are almost the 
only element of “property” tax, and they are 


relatively unimportant as a source of revenue 


The personal income tax today is a tax of 
mass application. It is estimated that in 
1954 there will be 3,780,000 income taxpay- 
ers out of a total working force of about 
5,500,000 persons. This is in sharp contrast 
with the immediate pre-World War II years 
when there were 300,000 taxpayers 
out of a working force of about 4,500,000 


persons. The source from which revenues 


about 


are derived has also changed dramatically 
with this increase in coverage. About one 
half of the tax now comes from taxpayers 
with income of $5,000 or less, whereas in 
prewar years less than one fifth came from 
these levels. 
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Acq. and Non-acqa. 


Partners and Partnerships 
Sir: 

I have received several letters concern 
ing my article appearing in the September, 
1954 issue of Taxes—The Tax Magazme, 
at page 724. 

Some of the letters question the correct- 
ness of the sentence appearing on page 727, 
which is as_ follows: “Similarly, they 
[guaranteed salaries and interest payments] 
must be reported as income when received 
by the partners, and not at the end of the 
partnership year.” The sentence, in my 
opinion, correctly interprets Sections 706(a) 
and 707 of the new act, but it is, indeed, 
contrary to the interpretation of those sec- 
tions in the the Senate 


report of Finance 


Committee 

Section 706(a) of the bill, as introduced 
in the House, provided that in computing 
the taxable income of a partner for a tax- 
able year his distributive share of partner- 
ship income “shall be based on the income, 
gain, loss, deduction, or credit of the part- 
nership for any taxable year of the part- 
nership ending within or with the taxable 
year of the partner.” The Senate amended 
Section 706(a) to provide for the inclusion 
in the income of a partner for a taxable year 
not only the distributive share of the part 
ner, but also amounts received under Sec- 
tion 707(c). As so amended, Section 706(a) 
reads as follows: 

“YEAR IN WHICH PARTNERSHIP INCOME Is 
INcCLUDIBLE.—In computing the taxable in- 
come of a partner for a taxable year, the 
inclusions required by section 702 and sec 
707(c) with 
shall be based on 


tion respect to a partnership 
the income, gain, loss, 
deduction, or credit of the partnership for 
any taxable year of the partnership ending 
within or with the 


taxable year of the 


partner.” 


Acq. and Non-acq. 


Thus, it would seem that payments under 
Section 707(c) should be included in the 
partner’s income for the yéar the partner- 
ship year ends rather than for the year in 
which such payments are received. How- 
ever, Section 707(c) refers specifically to 
payments determined without regard to the 
income of the partnership. The 
reads as follows: 


section 


“GUARANTEED PAYMEN1S.— 
determined 


To the extent 
without regard to the income 
of the partnership, payments to a partner 
for services or the use of capital shall be 
considered as made to one who is not a 
member of the partnership, but only for 
the purposes of section 6l(a) (relating to 
gross income) and section 162(a) (relating 
to trade or business expenses).” 

Thus, Section 706(a) has reference to a 
partner’s income based on partnership in- 
come whereas 707(c) apparently 
has reference to a partner’s income deter- 
mined without regard to partnership in- 
come. The Senate amendment is, therefore, 
improper unless 


Section 


“inclusions required by 

section 707(c)” has reference to pay- 
ments which are based on partnership in- 
come—that is, payments 


guaranteed. 


which are not 


Nevertheless, the fact remains that the 
Senate intended the amendment to provide 
that guaranteed payments to a_ partner 
should be reported in the partner’s taxable 
year within which the partnership year 
ends. That this intent was not reflected by 
a proper amendment does not mean that the 
act will not be interpreted by the Treas- 
ury Department to accord with the Senate 
intent. It is, therefore, my belief that unless 
and until there are clarifying regulations or 
rulings on this question, the intention of 
the Senate, as reflected by the report of the 
Finance Committee, will be followed, 

Joun C, Bruton 
COLUMBIA, SOUTH CAROLINA 


845 





Tax-Wise 


Meetings of Tax Men 


University of Chicago.—The Seventh An- 
nual Federal Tax Conference of the Univer- 
sity of Chicago will be held Wednesday, 
October 27, through Friday, October 29 
Scheduled speakers for the opening session 
and their topics are as follows: Daniel A. 
laylor, “Tax Practice Under the Decen- 
tralization Program of the Revenue Service” ; 
Harry J. Rudick, “Compensation of Execu- 
tives Under the 1954 Code”; and John R. 
Lindquist, “Pension and Profit-Sharing Trusts 
Under the 1954 Code.” Topics for study at 
the afternoon meeting on October 27 are trusts 
and estates, estate planning and tax accounting ; 
the speakers are Lloyd W. Kennedy, Frederick 
©. Dicus and Paul F. Johnson. 


Three Chicago attorneys—Anderson A 
Owen, William M. Emery and Leonard M 
Rieser—will address the conference Thurs- 
“Stock 
Redemptions and Partial Liquidations Under 
the 1954 Code,” “Complete Liquidations Under 
the 1954 Code” and “Dividends, Bail-Outs 
and Other Corporate Distributions Under the 
1954 Code.” Speakers and their subjects for 
Thursday afternoon include Norris Darrell, 
“Organization and Reorganization of Cor 
porations Under the 1954 Code”; Robert L 
Rosbe, “Carry-Overs in Corporate Adjust 
Under the 1954 Code”; and Paul E 
Treusch, “Recent Nonstatutory Developments 
Concerning Corporate Distributions and Ad- 
justments.” 


day morning ; their topics, respectively : 


ment 


Corporate accumulations and partners and 
partnerships will be studied at the Friday 
morning Those who will present 
papers at that time are Vance N. Kirby, 
Crane C. Hauser and Charles W. Davis. 
The concluding session that afternoon will 
be devoted to an informal round-table dis- 
cussion of selected problems 


session, 


The conference will be held in the audi- 
torium of the Western Society of Engineers, 
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Things Taxed... 


84 East Randolph Street, Chicago. Further 
information may be obtained from James M 
Ratcliffe, Assistant Dean, The University of 
Chicago Law School, Chicago 37, Illinois. 


Tax Institute, Inc—The Tax Institute’s 
symposium on financing metropolitan gov- 
ernment will be held at Princeton Inn, 
Princeton, New Jersey, on November 18-19, 
1954. Principal topics of the symposium will 
be: Economic Trends Affecting Metropoli 
tan Government, Specific Problems Affect- 
ing Metropolitan Finance, Intergovernmental 
Aspects of Metropolitan Finance and Taxa 
tion for Metropolitan Government—Look 
ing Ahead. 


Society of California Accountants.—Dis 
tricts IV and V of the Society of California 
Accountants will hold their Fourth Annual 
Tax Conference at the St 
Francis Hotel in San Francisco, November 
18 and 19, 1954. Speakers will include at- 
torneys, CPA’s and representatives of the 
Director of Internal Revenue and State of 
California Franchise Tax Division. All per- 
sons interested in tax accounting will be 
welcome. The registration fee is $7.50. To 
register, write to Ray Rinehart, Chairman 
S. C. A. Tax Accounting Conference, 180 
Sandringham Road, Piedmont 11, California. 


Accounting 


Texas Technological College—The De- 
partment of Accounting of Texas Techno- 
logical College, Lubbock, Texas, is sponsoring 
a Tax Conference on the Internal Revenue 
Code af 1954 from October 25 to 27. 


American Institute of Accountants.—The 
sixty-seventh annual meeting of the Amer- 
ican Institute of Accountants will be held 
at the Waldorf-Astoria, New York City, 
October 17-21. Part of the program will 
be devoted to taxation. 


Tulane University.—The Fourth Annual 
Tulane Tax Institute will be held November 
17-19 at the St. Charles Hotel, New Orleans, 
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under the joint sponsorship of the schools 
of business administration and law at Tu- 
lane University, The principal feature will 
be intensive coverage of the Internal Reve- 
nue Code of 1954. Other taxation subjects 
to be covered include: 1954 federal income 
tax developments, tax problems of the oil 
and gas industry, real estate financing, oil 
development financing, profit-sharing plans 
for small business, creation and uses of 
special structures for tax purposes, estate 


taxes and alterations of the corporate struc- 
ture under the Revenue Revision Bill of 
1954. The registration fee is $35 and entitles 
the registrant to attend all sessions of the 
institute except the luncheons 


Tax Executives Institute, Inc.—Flrederick 
L. Patton was re-elected president of Tax 
Executives Institute, Inc., at the institute’s 
ninth annual conference at French Lick 
Springs Hotel, French Lick, Indiana. 


| ELEMENTS OF TRANSFEREE LIABILITY—Continued from page 813 


The transfer must have left the transferor 
insolvent, and all sources of recovery against 
the transferor must have been exhausted 
or be patently futile. If our expert can 
raise a reasonable doubt as to these features, 
he stands a good chance of having the 
determination reversed. If the prima-facie 
case is impregnable, he must turn his eyes 
to the defenses available to the transferee 


THE ACCUMULATED EARNINGS 
Continued from page 825 


The need for the accumulated earnings 
tax may have been lessened to some extent 
by the tax relief afforded to individual 
recipients of dividends under the new Sec- 
tions 116 and 34, for corporations that are 
responsive to the needs their stock- 
holders may be more inclined now to make 
distributions. But the new steps towards 
the of the double tax oan divi- 
dends are indeed limited, even if any induce- 
ment for corporations to pay dividends will 
tend to lessen the Section 531 danger. 


of 


elimination 


Shifting the burden of proof to the Secre- 
tary of the Treasury will not change the 
basic facts upon which the proposed de- 
ficiency will stand or fall. Assuming that 
taxpayer and government each has com- 
petent counsel, the facts will not be changed 
by virtue of which claimant is carrying the 
burden of proof. In general, the time- 
honored Section 102 arguments will still 
continue to constitute the battleground. 
Elimination of the immediacy test will 
simplify matters for taxpayers, although 
this test has not been a decisive issue in 
many of the litigated cases; and it may 
be noted that there is still a troublous area 
in the time sense remaining, for reference 

3 Report cited at footnote 12, at p. 318. 

Sec. 532(b)(1) of the House version of H. R 
8300. 


Tax-Wise 


Above all, a disheartened attitude is to 
be deplored. The professional advisor must 
not forget that the Commissioner has lost 
a number of transferee cases through the 
proper interposition of valid defenses. He 
must further keep in mind that recourse 
can be had to the records of the transferor 
if the transferee’s makes such a 


step advisable [The End} 


defense 


TAX— 


has been made to consummation of plans 
“in a relatively short period after the close 
of the taxable year.”” Just how long ts 
that time? The accumulated earnings credit 
will be useful to the smaller corporation, 
but this minimum credit applies only where 
the accumulated earnings are less than the 
$60,000 exemption; and the elimination of 
the Ways and Means Committee’s pro- 
posed exemption of publicly held corpo- 
rations *™* suggests that Congress no longer 
feels that the larger companies are entitled 
to privileged treatment. The new proviso 
that surplus may be broken down into 
reasonably and unreasonably accumulated 
portions may be helpful or harmful to the 
taxpayer, according to the circumstances; 
the tests to be applied are the familiar 
Section 102 tests as to reasonableness. In- 
deed, the tax practitioner will not have to 
jettison his Section 102 knowledge; he 
will merely have to bring it up to date 
“Reasonable needs of the * 
still the critical point. 


business” 


His new friends may call him “Baldy,” 
but those whose acquaintanceship is long 
] I 
will still remember him as “Curly.” 
[The End] 


% Regs. 118, Sec. 39.102-3, under the Internal 
Revenue Code of 1939, as amended. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: November 1—Property tax 
first semiannual installment due (last day). 
ARKANSAS: November 15 — Corporate 
income tax second installment due.—Per- 
sonal income tax second installment due. 
CONNECTICUT: November 1—Property 
reports due. 
GEORGIA: November 1—Corporation reg- 
istration statement and fee due. 
IDAHO: November 1—Transient personal 
property reports to home county due. 
INDIANA: November 1—Property 
semiannual installment due. 
KENTUCKY: November 15—Personal in- 
come tax third installment due. 
LOUISIANA: November 15—Corporate 
income tax third installment due.—Personal 
income tax third installment due. 


tax 


1954 NOVEMBEK 1954 


SUN MON TUE WED THU FRI SAT 





«» 123 45 6 
7 8 9 1011 12 13 
14 15 16 17 18 19 20 
21 22 23 24 25 26 27 
28 29 30 «» «an» “>” G&D 


MISSOURI: November 1—Ad 


tax from utilities due. 


MONTANA: November 30—Property tax 


semiannual installment due. 


NEW JERSEY: November 1—Property 


tax quarterly installment due. 


NEW YORK: November 15—Franchise 
(income) tax second installment due. 
sonal income tax third installment due. 


OREGON: November 15—Property tax 
quarterly installment due. 


TEXAS: November 30—Property tax first 


installment due. 


UTAH: November 30 


quent at noon. 


WEST VIRGINIA: November 30—Prop- 
erty tax semiannual installment (last 
day). 


WYOMING: November 10—Property tax 
semiannual installment due. 


valorem 


Per- 


Property tax delin- 


due 


MEALS OR LODGING FURNISHED FOR CONVENIENCE 
OF EMPLOYER—Continued from page 830 


relating to unemployment compensation tax 
and, for that matter, state income tax laws. 


With the posing of this last dilemma, the 
writer feels it advisable to close this article 
of limited scope. The writer makes no pre- 
tenses as to being an original thinker on 
these problems, but has merely surveyed 
the situation as it exist. Any 
reader interested in the various facets of the 
problems covered should pursue further 
independent inquiry into the matter. Before 
completely ending the train of thought 
followed in this article, it might be well to 
make a quotation from the court’s decision 
in Pacific American Fisheries v. U. S., cited 
above, to illustrate, particularly, the possible 
value of requesting rulings from the Com- 
missioner in certain applicable to 
FICA and Federal Unemployment Tax Act 
problems. The court stated, at page 465: 
“The application of this regulation to the 


848 


seems to 


cases 


October, 1954 @® 


computation of social security tax would be 
on the presumption that income tax and 
social security tax are taxes of the same 
nature. This is not so. Income taxes are 
revenue, levied to defray the expense of the 
government. The Social Security Act (42 
USCA, Sections 301, and following) pro- 
vides for old-age security, unemployment 
insurance, security for child dependents, 
etc. It expressly was enacted for the 
benefit of the payee of wages. It is possible 
that what might not be taxable income for 
income tax purposes might constitute wages 
under the provisions of the Social Security 
Act. There are no where a similar 
construction of the terms ‘wages’ as ap- 
pears in the income tax cases is made in 
determining wages for Social Security Tax 
purposes.” 


cases 


“Forewarned is 
to the saying. 


forearmed,” according 


[The End] 
TAXES —The Tax Magazine 





Federal Tax Calendar 


November 15— 


Due date of deposit by employer with a 

ederal bank or authorized de- 
e amount of (1) 

from 


reserve 
positary ot th 
tax withheld 
ployees’ tax 


income 
wages, (2) em- 
ithheld under 1954 Code 
3102(a) and (3) employer’s 
tax under 1954 Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded $100 


Section 


Due date, by general extension, of returns 
for year ending May 31 in the case of 
(1) foreign partnerships, (2) 
corporations which maintain an office or 
place of business in the United States, 


foreign 


(3) domestic corporations 
act their busine 


hich trans 
and keep their records 
and books of accounts abroad, (4) do- 
mestic rpors s whose principal 
income within 
sessions rT J d Sti 
American 

abroad, includin; on the milit: 
or naval 
United States 
(2)-(4). Forn 


duty utside the 
Forms: (1), Form 1065; 
1120; (5), Form 1040 
Monthly information return of stock 

holders and of officers and directors ot 


foreign personal holding companies due 
for October 


sery ice on 


Form 957 


Due date for delivery to local collector of 

internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment due for 
proceeds of sales of stamps sold during 
preceding month. 


also 


November 30— 


date for payment of the following 
excise taxes for October to an authorized 
depositary, if such taxes reportable for 
October exceeded $100: taxes on safe 
deposit boxes; transportation of oil by 
pipe line; telephone, 


Due 


telegraph, radio 


and cable messages and services; 


’ 


trans- 
portation of persons; admissions, dues 
and initiation fees; gasoline, lubricating 
oils and matches; 


sales by manufac 


pistols and 
certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (T. D. 6025, approved July 
3, 1953, Regulations Section 477.4.) 


sales of 


turers, including 


revolvers; processing otf 


City Tax Calendar... 


November 15—Arizona: Phoenix business 
privilege tax reports and payment 
Colorado: Denver sales tax reports and 
payment due. Ohio: Youngstown em 
ployer withholding reports and payment 
due. Pennsylvania: Pittsburgh income 

due. Washington: Seattle 

occupation tax reports and payment due; 

Tacoma occupation tax reports and pay 

ment due, 


due 


tax payment 


November 20— Louisiana: New Orleans 
nd » tax reports and payment due 


November 25—-New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due 

November 30—Missouri: St. Louis employer 
withholding reports and payment due. 
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